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/F TAX PAYMENTS 


SQUEEZE 


YOUR CLIENT’S 





THIS CONDITION CAN BE 


SOLVED 


with the aid of 


Public National — 
Accounts Receivable 
Financing 


A service recommended by many certified 
public accountants to clients without ade- 
quate cash for operating purposes. 

Accountants who recommend this type of 
financing for their clients will find that 
Public National Officers gladly cooperate in 
setting up a program best suited to the 
situation. 

Our Accounts Receivable Loan Department 
is at your service. Just write or telephone. 


The Public 
National Bank 


and Trust Company of New York 


37 Broad Street, New York 15, N. Y. 


Telephone: HAnover 2-9000 


25 Conveniently located Offices throughout 
Manhattan, Bronx, Brooklyn 


When writing to advertiser kindly mention THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT. Feb 








| AN ADIRONDACK VIEW 








I Wish—But! Well, here is 1955 
well on its way. And the 1954 IR 
Code is getting its baptism of fire~ 
or whatever it is that Codes get bap- 
tised with. 


I Wish all the Regulations could 
have been at least “proposed”’ even if 
not “promulgated.” But—the skating 
and skiing were both good here in the 
mountains—so why should the Adiron- 
dack Chapter complain about anything? 


I Wish the income tax blanks could 
have been mailed out to the taxpayers 
before Christmas instead of after; and 
I wish the D. D. of Internal Revenue 
could have mailed us some blanks to 
use for the boys who come in before 
January 1st—or very soon after. But 
folks who print income tax forms to 
save us Office time got them to us be- 
fore 1955 hit—so we got around this 
dilemma, predicament, or whatever you 
call such situations in your office. 


I Wish we could get these radical 
changes a few at a time—or at least 
not so many in a bunch like we did 
this year. But the A.I.A. did a fine 
job with it’s radio programs and it’ 
newspaper articles. These help hol 
down the gratis phone calls. Are your 
radio station and your newspaper using 
them? Our newspaper printed #1 of 
the series of eight on January 17th 
We are not bragging—just setting @ 
good example. 


Leonarp Houcuron, C.P.A 
“Adirondack Chapter” 
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NEW 





Mie To W. Po oun 


Look above and see how you can get 
Cleaner, sharper copies from your direct 
copying machine. 


The revolutionary new Transface translucent 
master form is printed both sides for 
maximum opacity of image and quality 
reproduction. That’s the big difference 
between Transface originals and ordinary 
master sheets. 


See for yourself what a difference it makes 
in your results. Try Transface, the best 
original on the market. 


Phone or write us and we'll be glad to send 
you samples to try on your own machine. 
No obligation of course. 


¥ white Printing —Ozalid, Bruning 


and other direct copying machines 


translucent ANALYSIS PADS 
with reproducible and non-reproducible rules 


CUSTOM DESIGNED FORMS 
for every office use 
FEDERAL and STATE TAX FORMS 


FACE 


TRANSFACE PROCESS COMPANY 
333 Hudson St., New York 13, WAtkins 4-5985 


dealers throughout the United States 


specially designed accounting work schedules now added 
to the nation’s most widely-accepted line of diazo forms 
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the KNOWN tactor 


These things the clients of 
FORTUNE FACTORS, Inc. know... 


FORTUNE provides Personalized Service. 
Our staff works with clients on an 
intimate, “person-to-person” basis. 


FORTUNE provides Fast Service. 
Our clients get what they want quickly 
. when they want and need it. 


FORTUNE provides Knowledge. 

Our clients derive countless benefits 
from our knowledge of 

markets, manufacturing problems 
and selling conditions. 


PLUS the day-by-day help of an alert, 
experienced staff. 


It’s a FACT! — a good Factor can be of 
inestimable help to your clients — 
particularly those who may be 
under-capitalized, or who wish to 

have the collection of their 

accounts receivable guaranteed. 

A good Factor to recommend is... 


Fortune 


a 


Factors, inc. 


1441 Broadway, 
New York 18, N. Y. 
WlIsconsin 7-5600 


A phone call or note to our New Accounts Dept. 


will bring an executive to your office. He will 
discuss everything in confidence, and without 
obligation, of course. 
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Manual of Cost Finding Principles for the 
Hot Dip Galvanizing Industry 


Prepared by THE AMERICAN Hor Dp 


GALVANIZERS ASSOCIATION, INC., Pitts. 
burgh, Pa., 1953, Pages: 30; $6.00 
It has often been stated that industry 


could not have reached its present propor. 
tions were it not for the parallel develop. 
ment of the art (or is it now a science?) 
of accounting. The progress in accounting 
methods is attributable to the pioneering 
activities of men and associations concerned 
with the public or private aspects of ac- 
counting. These activities, consisting of re. 
search and the exchange of ideas, are widely 
publicized for the benefit of an entire pro- 
fession, or an entire industry, or for the 
business community as a whole. 

One of the agencies responsible for ac. 
counting growth is the industry trade asso- 
ciation. They have initiated many studies 
leading to improvement in accounting tech- 
niques and the more effective utilization by 
management of accounting information. 

Industry cost studies are one of the major 
fields of accounting endeavor by trade as- 
sociations. They are of value to the mem- 
bers of the industry, and to the public 
accounting profession, too. The studies aim 
to increase management awareness of the 
need of. accurate cost data and to develop 
practical, uniform methods suitable to the 
industry as a whole. 

The American Hot Dip Galvanizers As 
sociation, Inc., recently published a Manual 
of Cost Finding Principles. It is a well 
prepared, easily-read, spiral-bound, _ hard- 
cover booklet which should be invaluable to 
company controllers and to public account: 
ants serving that industry. It is designed to 
be helpful in cost estimating and cost fint- 
ing, and can be utilized in the installation 
or improvement of cost systems. 

In simple terms, comprehensible to one no! 
a trained cost accountant, the Manual de: 
fines and illustrates the elements entering 
into the determination of the materials 
direct labor, factory overhead, and selling, 
general and administrative expenses, _ the 
four elements entering into the cost deter- 
mination. Charts and illustrations are ut 
lized to insure ready and accurate under- 
standing. 

Indirect factory expenses are estimated 
for a year and divided by 3,840 (2-shift 
basis) to determine the hourly rate, All fac 
tory expenses are included in burden whether 
variable or fixed. However, the compilers of 
the Manual were not unaware of the utiliza 
tion of direct costing procedures as evi 
denced by the following excerpt: “It should 
be noted that in some plants of the Industry, 
distinction is not made between [ndirec! 

(Continued on page 80) © 
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costs reduced. 


INSURANCE PROGRAMS 


Geea Modernized? 


Because of the many changes affecting all forms of insurance 
in recent years, most buyers of business insurance realize 
that their coverages need to be improved and excessive 


A Jamison Survey and Audit will modernize their Insurance 
programs and should help in reducing costs. Savings were 
10% to 37% on our last ten audits. 


HERBERT L. JAMISON & CO. 


Insurance Survey, Audit and Advisory Service 
270 MADISON AVENUE, NEW YORK 16 








When Banks STOP,— 
We START ! 


UIBERAL LOANS 


MACHINERY & 
EQUIPMENT 





Lower Charges 
Quicker Service 





CONVENIENT REPAYMENT PLAN 
Confidential 
No obligation whatsoever 


... Call BRyant 9-4065... 


SAMUEL BREITER & CO. INC. 
1475 BROADWAY at 42nd STREET 
NEW YORK 36, N. Y. 


Serving Business Since 1912 
Bank and Professional References 
readily submitted 














APPRAISALS 


INDUSTRIAL PLANTS 
COMMERCIAL PROPERTIES 
INSTITUTIONS 

BUILDINGS & CONTENTS 


for insurance 
taxes 
depreciation 
financing 
cost accounting 
mergers 
purchase or lease 
condemnation 


estate settlement 


LOCKWOOD GREENE 


ENGINEERS, INC. 


NEW YORK, 10 ROCKEFELLER PLAZA 
BOSTON, MASS. 
SPARTANBURG, S. C. 
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HOW YOUR 


CORPORATION CLIENTS 


CAN ADD TO THEIR 
EARNINGS 
3 %per Year 


Savings Dividend 
4 g 


ON FUNDS 
WHICH MAY 
NOW BE 
LYING IDLE 


CORPORATION OFFICERS often look for 
places where they can invest surplus 
funds, trustee funds, funds for deprecia- 
tion, self-insurance funds, reserves for 
taxes, lease deposits, etc. 

A NINTH FEDERAL Corporate Fund 
Account provides security of principal, 
availability and reasonable return. (Sav- 
ings dividend at 2% % per year, cred- 
ited semi-annually.) To conserve divi- 
dends, passbook loans are available. Up 
to $10,000 insurance per account by 
Federal Savings and Loan Insurance Cor- 
poration. As many accounts as desired 
may be fully insured if held in trust for 
different beneficiaries. For example: 
lease deposits held in trust for tenants. 
DESCRIPTIVE FOLDER CP-4 is waiting for you. Phone 


or write Edgar R. Tostevin, Vice-President, or visit 
any of our three convenient Savings Centers. 


NINTH 


FEDERAL SAVINGS | 
AND LOAN. ASSOCIATION _ 


TIMES $Q._ U.N. PLAZA 
1457. B'WAY : : 
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Factory Expense and Selling, General an 
Administrative Expense. In plants wher 
expenses are not classified in this way, jj 
may not be necessary to change the account 
ing procedures, if after review, it is appar 
ent that the costs determined in the plan 
are sound.” 

Selling, General and Administrative Ey. 
pense is also computed on an hourly rat 
based on estimated annual expenses. 

The Manual does not include a uniform 
chart of accounts or illustrative operating 
statements reflecting the cost system prir- 
ciples. This omission does not detract from 
the usefulness of the data presented. Sine 
the Manual is written for the smaller, a 
well as the larger companies, in the industry 
it is necessarily presented in an elementary 
manner. A vote of thanks is due the Asso 
ciation, its Cost Committee and to William 
G. Muchow, C.P.A., who collaborated with 
the Committee. 

Max Bzock 
New York, N. Y 


Handbook of Auditing Methods 
Edited by J. K. Lasser. D. VAN Nostraw 
Company, Inc., New York, N. Y., 1953 
Pages: viii + 769; $12.00. 


This is the fourth in a series of companion 
handbooks published by D. Van Nostrani 
Company, ¥4 and edited by the late J. k 
Lasser, (C.J whose many activities in 
cluded’ holdice an adjunct professorship a 
New York University, chairmanship of the 
University’s Institute on Federal Taxation 
and the conducting of The Journal of At 
countancy’s “Tax Clinic.” An experienced 
and busy practitioner, Mr. Lasser was als 
a prolific writer and editor. 


Handbook of Auditing Methods is mat 
up of two sections. The first, written by 
the editor himself, and titled “Gener 
Auditing Methods,” describes the conducting 
of an audit, how to deterinine whether the 
internal control is effective, and what “tax 
adjustments the auditor should look for.” 

In the second section, “Auditing Methoés 
for Specific Industries,” are presented briei 
papers on 71 different types of business 
Each of these accounts is written by 
accountant experienced in the business, fot 
example, Mr. Lasser on magazine pub- 
lishers ; Maurice E. Peloubet on copper am 
hrass mills ; John B. Allred on oil produc 

ng industries and also on oil well drilling 
contractors ; Joseph Brodner on restaurants; 
and Charles “Hecht on importers, manufac 
turers, and wholesalers of linens and et 
broideries. 

The individual industry chapters uniforml 
present this information: I. Description 
the Industry; IJ. How to Obtain Inform: 

(Continued on page 82) 
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Shortages occur in B 1 S$ I N E S S 
the property accounts l 0 A N S 
@ A check of the property 
accounts against the property 
itself frequently reveals substan- e MACHINERY & 
tial unrecorded deductions. EQUIPMENT 
Such unexplained shortages may chattel mortgages 
» be prevented through Continu-- 
ous American Appraisal Service e CONDITIONAL 
which keeps the property record SALES CONTRACTS 
in line with the property facts. 
vendors financed 
The AMERICAN e COLLATERAL LOANS 
APPRAISAL all types 
Company e LOANS REFINANCED 
Over Fifty Years of Service IMMEDIATE SERVICE 
OFFICES IN PRINCIPAL CITIES ‘ 
Terms to suit 
your convenience’. 
Binding 
THE NEW YORK CERTIFIED 
PUBLIC ACCOUNTANT 
When the magazines constituting the oe és 
volume are supplied by the subscriber eR y 
the binding charge is $3.25, plus 3% ——~= =| 
N.Y.C. sales tax. Each bound volume 
includes twelve issues. GIBRALTA 
* 
Bound in brown fabric with title, dates 
and volume number stamped in gold. FACTORS 
* 
Missing numbers will bé supplied, if 
obtainable, at 50 cents each. 
. * EMPIRE STATE BUILDING 
inding orders and the magazines to 
be bound should be mailed or de- 350 — Sth AVENUE 
livered to NEW YORK I, N. Y. 
THE NEW YORK STATE SOCIETY OF weit bain 
CERTIFIED PUBLIC ACCOUNTANTS | 
677 Fifth Avenue H H 
New York 22, N. Y. CHickering 4.43 50 
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_s 
BOOKKEEPERS 
fo i 1 eT TE D 
we * AGENCY 


memeCiIED BY A C.P.A. 


RESPONSIB!I 


EXPER LEQeC-E D 
BOOKKEEPING 
Pee R-8O N'N‘E | 
mAc LUSEVELY 


299 MADISON AVE., NEW YORK 17 


SeeePrHONE: OXFORD 727-2237 











TAX FORM REPRODUCTION 


BY GOVERNMENT APPROVED 
METHODS 


FOR EXPERIENCED, 
PROFESSIONAL, RELIABLE WORK, 


CALL 


Circle 6-9657 
BELL STUDIOS 200.8 37h, STREET 


NEW YORK CITY 




















SPECIALISTS IN SUPPLYING 
ACCOUNTANTS 
CONTROLLERS 
EXECUTIVES 


FREE SERVICE 
TO EMPLOYERS 


ROBERT HALF 


PERSONNEL AGENCIES 


130 WEST 42no ST.. NEW YORK CITY 36 


BRANCH OFFICE 25-15 QUEENS PLAZA 





R. HALF, CERTIFIED PUBLIC ACCOUNTANT 
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III. What to Builj 
IV. How to Prepare 


tion about the Industry; 
up before the Audit; 
the Audit Program; V. Specific Procedure 
for Audit of Assets and Liabilities; VJ 
Specific Procedures for Audit of Income 
and Expenses; VII. Frauds to be Watchej 
for and How to Detect Them. 
Handbook of Auditing Methods, like jx 
companion volumes on accounting methods 
cost accounting methods, and tax account 
ing methods is a usable reference work 
The book will help practitioners who under. 
take audits in new fields. Acccordingly, this 
informative volume is recommended for the 
accountant’s professional library. 


Leo ROSENBLUM 
Bernard M. Baruch School of Business 


and Public Administration 
The City College of New York 


The Art of Speaking Made Simple 
By William R. Gondin, Ph.D., and Edward 


W. Mammen, Ph.D. Mande Simp 
Books, Inc., New York, N. Y., 1954 
Pages: 188; $1.00. 


“The ability to speak well is one of the 
most valuable personal assets we can possess 
Lack of that ability may be a serious per- 
sonal handicap.” This observation—taker 
from the preface of the book, naturally- 
should meet with the hearty approbation of 
every accountant, be he a speaker or 4 
listener. Our meetings give evidence that 
too few of the speakers have been able to 
overcome the handicap of their dry and con- 
plicated subject. 

The book’s twelve chapters include Cor- 
versation, Speaking in Public (including 
Television!), Developing Your Voice, ani 
Articulation. The book is fairly well wnt 


ten, and contains suggested practice exer: 
cises. Not all of it will be found useful to 


but much of it is. 

This is one of the “Made Simple” series 
The term “Made Simple” is a forgivable 
exaggeration, especially if it induces some 
accountants to study the art of speaking. 


accountants, 


GerorcE L. MARKS 


New York, N. Y. 
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CERTIFIED APPRAISALS 


Industrial Plants—Machinery 
Technical Experience Since 1916 
MODERN METHOD APPRAISALS 
Based Upon Current Market Values 

o>—— 


INURANCEeTAXESe* FINANCING 
ESTATES ¢ PARTNERSHIPS 


ENGINEERING and TECHNICAL 
ANALYSIS 


% 


DAVID NEEDLEMAN 


570 SEVENTH AVENUE 
NEW YORK CITY ~~ BRyant 9-5115 
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BLADES & MACAULAY 
INSURANCE ADVISERS 
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Complete Surveys of 


Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD STREET NEWARK 2; N. J. 
Established 1926 
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Directed by a C.P.A. 


The 
Accountants 


& Auditors 
Agency 


9 East 46th Street 
Cavan eae Wen ee & 
PLaza 1-0520 


The 

Employment Agency 
Exclusively for 
Aécounting 


Personnel 


Certified Public Accountants 
Senior Accountants 
Junior Accountants 
Supervising Seniors 
Cost Accountants 
Internal Auditors 
Payroll Auditors 
Accounting Clerks 
Tax Accountants 
Budget Directors 
Field Auditors 
Systems Men 
Controllers 
Treasurers 








BUSINESS AND PERSONNE, 
OPPORTUNITIES 


Help Wanted: 20¢ a word, minimum $, 
Situations Wanted: 10¢ a word, minimum 94) 
Business Opportunities: 15¢ a word, minimum $4) 
Box number, if used, counts as three words, 
Closing Date—I5th of month preceding date ¢ 
publication. 





BUSINESS OPPORTUNITIES 
Mail and Telephone Service: Desk provide 
for interviewing. $6.00 per month, Directory 
Listing. Modern Business Service, 505 Fifi 
Avenue (42nd Street). 








Attention Mr. Accountant 
Save Time, Money and Energy! 
TAX RETURNS REPRODUCED in 
Form Acceptable by Federal and State 
REPORTS TYPED Accurately and At 
tractively! Thoroughly checked. LILLIAY 
SAPADIN, 501 Fifth Avenue, MUrny 
Hill 2-5346. 


C.P.A. 41, established firm, will pay doubk 
annual gross for purchase of practice, or 
individual accounts. $30,000.00 available 
Box 820, New York C.P.A. 








Canadian Representative 
Toronto firm of Chartered Accountants de 
sires association with United States fim 
having present or prospective clients it 
Ontario. Ward, Buckley & Co., 28 Duk 
Street, Toronto 2, Canada. 
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ACCOUNTANTS 


Foreign Employment 


Graduate Accountants with minimun 
2 years’ Accounting or Office Manage 
ment experience. 


Must be capable of reading, speaking 


and writing ARABIC. 


Write giving full particulars regarding 
personal history and work experience 
Please include telephone number. 


Recruiting Supervisor, Box 18 


ARABIAN AMERICAN 


OIL COMPANY 
505 Park Avenue 
New York 22, New York 
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BUSINESS AND PERSONNEL 
OPPORTUNITIES 


(Continued from page 84) 





~~ BUSINESS OPPORTUNITIES 








Well established law firm with outstanding 
litigation and corporate experience and 
reputation, seeks merger or association with 
firm or practitioner‘of like stature in com- 
plementary fields, e.g. taxation, estates, 
security issues, etc..—or with attorneys de- 
siring to withdraw from active practice, 
with view toward expansion and mutual 


benefit. All discussions are to be kept in 
strictest confidence. Box 823, New York 
C.P.A. 








Merit Secretarial Service—highly specialized 
to fit the accountant’s needs. Reports and 
expertly typed and accurately 
NE 4-7386. 


New York City and vicinity. Two young 
non-certified (heavy semi-senior) account- 
ants desire purchase practice, individual ac- 
counts, partnership interest. Box 827, New 
York C.P.A. 


returns 
checked. 











SITUATIONS WANTED 
Work at Home 


Comptometrist—own machine. Diversified 
with C.P.A. specializing inven- 
tories. Will pick up, deliver. Lillian Young, 
BA 9-2755. 











CP.A.—Attorney, age 32, Heavy Tax Ex- 
perience, seeks per diem arrangement with 
ver-burdened C.P.A. located -in N. Y. C. 
Box 821, New York C.P.A. 








C.P.A—32, Eleven years diversified public 
nd private experience; seeks per diem work. 
Box 824, New York C.P.A. 

TAX ACCOUNTANT, per diem or full 
ime, five years Internal Revenue Agent 
(Examining Officer). Illinois C.P.A., Box 
825, New York C.P.A. or UNderhill 3-6125. 
C.P.A.—Experienced—Seeks per diem work, 
Temporary or Permanent, limited travel, 
r¥e 8-8461 or Box 826, New York 











CP.A—tax  specialist—eight years with 
lax Department C.P.A. firm, seeks change, 
salary $7,000 per annum. Box 828, New 
York C.P.A, 














Feb 


OMPTOMETER OPERATORS 


Operators on our payroll — We bill you. 
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nventories, Audits, Etc.-In your office or ours. 


.J.HUMBY BUSINESS SERVICE 


674 BROADWAY, NEW YORK 19—CO 5-6981 
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NEED HELP? 


e 
ey can help you sr 
Dependable 


Hard-to-get 
Personnel” 



















We've been 
> serving thousands 


Wm. Schnuer, BBA, MBA of fine firms 
Licensee since 1939 


Accountants! Why spend valuable time 
looking for the man or woman you want 
either for your own office or for your 
clients?) Why waste time and money read- 
ing hundreds of letters of application and 
interviewing and screening many job 
applicants? 


We Can Do It For You 
Discreetly and Quickly! 


From the hundreds of highly qualified ap- 
plicants in our active files, we carefully 
screen the man or woman best suited to fill 
the job. Our interviewers are educated and 
experienced in personnel and accounting. 
You can depend on us to do a professional 
job. 


¢ COMPTROLLERS ¢ BOOKKEEPERS 

¢ OFFICE MANAGERS Full Charge 

e ACCOUNTANTS Assistants 
C.P.A.’s e SECRETARIES 
Seniors, Semi-Srs. © STENOGRAPHERS 
Juniors eTYPISTS - 

e EXECUTIVES ¢ CLERKS 













PROMPT SERVICE 


Wm. Schnuer 


Licensee 






Shirley Schnuer 
Licensee 





EMPLOYMENT AGENCY 


220 W. 42nd St. © New York 36 
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Order Now 


CYPRESS 
TRANSLUCENT TAX MATERIAL 


For Finest Copies 
to enhance your prestige 


To work with Confidence 
Consult us on the Authorized Procedure 











Order from the original and most complete listing now available. 


¢ Translucent Federal and state Tax originals 
® Translucent columnar work sheets of unique design 


® Translucent schedule forms 


Tax forms available in four different styles 
Folders — Collated Sets — Single Sheets — Flat Sheets* 


Finest TWO SIDED printing .on original makes unmatched copy prints 


Up-to-the-minute information on the latest rulings 
Superior translucent paper 


CALL OR WRITE 
tor information and our New Booklet 
“AUTHORIZED PROCEDURES” 


CYPRESS OFFSET CORP. 


1170 BROADWAY ° NEW YORK 1, N. Y. 
MU 4-6580 


PRINTERS OF AUTHORIZED TRANSLUCENT INCOME TAX FORMS. 
BUSINESS FORMS. ANALYSIS SHEETS & SCHEDULES. 


All orders in excess of $15.00 will be delivered by 
our truck any place in Manhattan without charge. 


eee eee eee Cree e reer ee ere eereee reer reer reer rerrrereererr errr errr errr rrrrrrr rrr re rrr reer eer rere 


IMPORTANT BULLETIN! 


* Now! File all New York State and Federal returns on ONE piece of paper. 
Do this on any SMALL machine 11” or wider. Write or call for detail 


SO 


about this recent authorization. 
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Tax Practice 


So interesting contentions have 
been advanced in the move to oust 
accountants from tax practice. It 
would be well to examine and answer 
them. 

(1) Argument: Tax practice is law 
practice because it involves looking up 
cases in a law library. (This is harped 
on in the Agran case.) An architect 
has to spend plenty of time acquaint- 
ing himself with building ordinances 
and rules. A doctor has frequent occa- 
sion to catch up with health legislation. 
Is the architect or doctor thereby prac- 
ticing law? A lawyer will frequently 
wade through accounting texts in con- 
nection with his corporate practice or 
contract litigation. Does that mean he 
is practicing accounting ? 

If any significance attaches because 
tax books are in a law library, the ar- 
gument is pulverized because the same 
books are likely to be found in ac- 
counting libraries. Also, what happens 
to the argument where the accountant 
has the answer in his head and does 
not have to go to any library? 

(2) Argument: Accountants want 
to do what some States declare is the 
practice of law. In federal tax matters 
it is the federal government, not the 
State, that controls. Chaos would re- 
sult if the Treasury Department were 
hamstrung by 48 different courts, with 
possibly 48 different versions of who 
can practice federal taxes and. how far 
he can go. It destroys the whole 
scheme of our government for a State 
to “tell off” the Treasury Department 
and prescribe that the Treasury De- 
partment had no right to listen to 
Agran, for example. (These principles 
are all derived from writings by 
counsel for the Society.) 
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(3) Argument: The accountants 
want to change and expand their role. 
The accountants want nothing but to 
be let alone. They want to do only 
what they have been doing for the past 
40 years in federal tax work—and 
doing with the approbation of the 
public and the Treasury Department. 
Demand for change comes from the 
bar. It wants to clip the accountants’ 
present right of practice before the 
Treasury Department. 


(4) Argument: The accountants are 
walking out on the agreed “Statement 
of Principle s’. Just “who’s doing 
what to whom.” The statement of prin- 
ciples was designed as a guide to a 
cooperative program. It recognized as 
its core that accountants “belong” in 
tax practice. Yet, some local bar asso- 
ciations turned right around and used 
the statement, out of context, as an 
instrument to attack accountants. 

The whole situation is effectively 
summarized by Erwin N. Griswold, 
an eminent tax lawyer and Dean of 
Harvard Law School. In a recent 
talk, he said: “Within very wide limits 
lawyers are not protecting the public 
if they seek to prevent certified public 
accountants from engaging in tax 
practice. They are protecting them- 
selves; and that is not a legitimate 
basis for using the weapon of unau- 
thorized practice of law. is 


Dean Griswold concludes: “It seems 
to be better to let the public select 
what it wants and to let the matter 
work out through the ordinary chan- 
nels of competition.” 


J. S. SemMaAN 
President 
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An Accounting System for a 
Community Trust 


By Louis ENGLANDER, C.P.A. 


Following a discussion of the nature and activities of a community 
trust, this paper outlines the accounting records, procedures and 
reporting practices required for such an organization. 


1.—What is a Community Trust? 


A community trust is an agency for 
administering any number of funds 
created for charitable, educational or 
scientific purposes, pursuant to the ex- 
pressed desires of the donors, but sub- 
ject to the governing legal require- 
ments and to the ultimate discretionary 
powers lodged in the agency by the 
founders of the managed funds. Its 
purposes, policies and procedures are 
set forth in a document called a “reso- 
lution and declaration of trust.” A 
paragraph in the resolution and decla- 
ration of trust creating the New York 
Community Trust, states, as a major 
purpose, that the welfare of mankind 
demands the encouragement and pro- 
motion of gifts in accordance with a 
plan which shall, 

“(1) meet the changing needs for such 
gifts with flexibility in the power of dis- 
tribution, (2) afford an opportunity alike 





Louris ENGLANDER, C.P.A., is a 
member of our Society and of the 
American Institute of Accountants. 
Mr. Englander is a partner in the 
firm of Apfel and Englander, 
CPAs. He was at one time a Lec- 
turer on Accountancy and Systems 
at the Bernard M. Baruch School 
of Business and Public Administra- 
tion of The City College of New 
York. 

This article is a condensation of 
an accounting manual for commun- 
ity trusts, prepared for the New 
York Community Trust. 
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to persons of wealth and persons of. mod- 
erate means to make their several gifts to 
different trustees of their own selection for 
such purposes more effective by providing 
for the distribution of the income and/or 
principal of all of them as if an aggregate 
tund, (3) provide for the selection of the 
beneficiaries of such gifts by an impartial 
and changing committee of persons chosen 
for their knowledge of the educational, 
charitable or benevolent needs of the time, 
and (4) safeguard and provide for the 
permanent security of the principal of 
such gifts.” 


The community trust has three com- 
ponents—trustee banks, which control 
the assets of the funds; a distribution 
committee, which controls the pay- 
ments to beneficiaries; and an execu- 
tive, called a director, who administers 
the organization’s activities. Before a 
bank becomes eligible to act as a trus- 
tee, it must adopt and accept the con- 
ditions of the resolution and declara- 
tion of trust. 


With the prior knowledge of the 
office of the community trust, the trus- 
tee banks may accept gifts in trust, 
under conditions set forth by the 
donor. However, these conditions must 
be in conformity with the resolution 
and declaration of trust, which is in- 
cluded either in full or by reference 
in the document creating the fund. The 
trustee banks invest the principal of 
the funds. They accumulate the in- 
come on investments and expend the 
income (and, in some instances, the 
principal): as directed by the distribu- 
tion committee. Periodically, they sub- 
mit to the director of the community 
trust, statements of principal and in- 
come transactions, statements of assets 
held, and statements of income ayvail- 
able for distribution. 
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An Accounting System for a Community Trust 


For their services, the trustee banks 
receive Commissions as trustees, at the 
rates established by law, or as ar- 
ranged with the donors. They take 
their commissions directly from the 
funds; thus the statements of funds 
available for distribution will be the 
net amount available after the payment 
of their commissions. 


The distribution committee author- 
izes all payments to beneficiaries. Ap- 
pointments are made by two major 
sources. A majority of the committee 
is appointed by designated occupants 
of positions of public trust. The reso- 
lution and declaration of trust creat- 
ing the New York Community Trust 
provides that each of the following 
shall appoint one member of the com- 
mittee: the president of the Chamber 
of Commerce of the State of New 
York; the president of the New York 
Academy of Medicine; the president 
of the Association of the Bar of the 
City of New York; the president of the 
Board of Trustees of the Brooklyn 
Institute of Arts and Sciences; the 
Mayor of the City of New York; the 
senior judge of the United States 
Court of Appeals for the second cir- 
cuit. A minority of the committee is 
appointed by a committee of the trustee 
banks. The members of the distribu- 
tion committee serve without compen- 
sation. 

This committee considers all re- 
quests for contributions. Wherever a 
donor has expressed a desire to aid a 
specific beneficiary, or 4d particular 
class of beneficiaries, the committee 
will authorize contributions in accord 
with the desires of the donor, but sub- 
ject to its final discretionary powers. 
Wherever the donor has created an un- 
restricted fund—that is, one in which 
he expresses no choice of beneficiary— 
the committee makes its own selection 
for the best interest of humanity. 

The director is appointed, and norm- 
ally receives a salary for his work. 
He is the secretary of both the distri- 
bution and the trustees’ committees. 
He is responsible for all of the ad- 
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ministrative functions of the commun- 
ity trust. He publicizes the activities 
of the trust; he furnishes information 
regarding its aims and activities to in- 
terested individuals and agencies ; he is 
responsible for the accumulation and 
publication of all financial data. 

A donor accepts the conditions im- 
posed upon him by the resolution and 
declaration of trust. It is particularly 
important to note that it includes a 
statement that it is “. . . a plan which 
shall meet the changing needs for such 
gifts with flexibility in the power of 
distribution.” As times and needs 
change, it may come to pass that the 
original purposes of the donor no 
longer can be fulfilled. The resolution 
and declaration of trust, which has 
been accepted by the donor, authorizes 
the distribution committee te substitute 
beneficiaries of its own choice when a 
literal compliance with the expressed 
desires of the donor becomes imprac- 
tical or undesirable. The power of 
substitution is given to the distribution 
committee. A donor’s choice of bene- 
ficiaries is respected unless conditions 
change so as to nullify his wishes. The 
distribution committee will honor the 
wishes of the donor; when, in its 
opinion, substitution is required, it has 
the power to select beneficiaries which, 
it believes, will accomplish most ef- 
fectively the general objectives of the 
donor. 


Within the limitations of the reso- 
lution and declaration of trust, a donor 
may stipulate any conditions he wishes 
when he creates a fund. He gives the 
fund its name. He selects the bank 
which will act as trustee. He may 
limit distributions from his fund to 
the amount of the income, or he may 
permit distributions out of principal. 
He may express his desire to assist 
specific beneficiaries or types of bene- 
ficiaries or he may create an unre- 
stricted fund, thereby permitting the 
distribution committee to select the 
beneficiaries. While his fund becomes 
a part of the community trust, it 
retains its individual identity unless he 
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An Accounting System for a Community Trust 


directly permits it to be merged into 
a general or composite fund. 


2.—Functional Procedures 


The procedures and functional or- 
ganization heretofore outlined dictate 
the form of record-keeping. Records 
of the trusteed funds are kept on the 
basis of cash receipts and disburse- 
ments. The records must contain all 
the financial transactions of each trus- 
teed fund. They must summarize the 
effect of all these transactions into one 
final set of figures which will present 
the receipts and disbursements of the 
community trust, as well as the present 
status of its assets. They must be kept 
in such a manner that required statis- 
tical information readily may be ob- 
tained from them. 

The principal sources of informa- 
tion, the primary records for the data 
to be recorded for the trusteed funds, 
come from periodic reports of the 
trustee banks, and from minutes of 
meetings of the distribution committee, 
wherein payments to beneficiaries are 
authorized. 

The trustee banks furnish reports of 
cash transactions of both the principal 
and income accounts of each fund. The 
report of the principal account starts 
with the opening balance of cash (un- 
invested principal) and lists chrono- 
logically each transaction affecting 
principal cash. The main sources of 
receipts are: sales of securities; sales 
of rights; amortization of bond pre- 
miums; contributions received as ad- 
ditions to principal. The main cate- 
gories of disbursements are: purchases 
of securities; payments to benefici- 
aries; payment of assessments for ad- 
ministrative expenses ; ‘trustees’ com- 
missions. The report of the income 
account starts with the opening balance 
of cash (undistributed income) and 
lists chronologically each transaction 
affecting income cash. The main 
sources of receipts are: interest re- 
ceived; dividends received; contribu- 
tions received as additions to income. 
The main categories of disbursements 
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are: payments to beneficiaries; pay- 
ment of assessments for administrative 
expenses ; trustees’ commissions. 

Usually these reports are submitted 
no more than four times a year, fre- 
quently only once or twice. In addi- 
tion to the information already de- 
tailed, trustees include certain non- 
cash transactions in their statement of 
principal transactions—such as receipt 
of rights and stock dividends or of 
contributed securities. 

Annually the trustee banks submit 
a statement of assets held by each 
fund. The statement lists the securities 
and any other assets of the fund. 

The minutes of the meetings of the 
distribution committee record all grants 
to beneficiaries, and all assessments for 
administrative expenses. The adminis- 
trative personnel of the community 
trust prepare vouchers to the trustee 
banks, authorizing them to make pay- 
ments to the beneficiaries and to the 
community trust. 


3.—Accounting Records 


The books of record are designed to 
give all the financial history of each 
trusteed fund. They are so arranged 
that a formal general ledger is not 
used. Instead, the totals of transac- 
tions of each fund are posted to a 
summary form (Form #3, appearing 
on page 94) which becomes the fund’s 
ledger. At the end of the year, the 
totals of all the accounts appearing 
in the fund ledgers are accumulated 
on a master form (Form #4, appear- 
ing on page 96), which, in effect, be- 
comes the general ledger. 

To record the invested assets of the 
funds, a subsidiary security ledger is 
set up. For each fund, each Security 
owned is listed on a separate sheet. 
orm #1 is submitted by way of illus- 
tration on page 90. These investment 
recom sheets can be purchased at most 
stationers. ‘orm # 1a, the front of the 
sheet, provides space for a full descrip- 
tion of the security, and debit and 
credit columns for the cost and sale. 
orm #1b, the reverse side of the 
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An Accounting System for a Community Trust 


sheet, provides space for recording the 
income earned. The sheets for each 
fund are arranged in a specified order, 
so that information regarding the types 
of securities may be obtained readily. 
One such arrangement is: government 
bonds, in the order of maturity; state 
and municipal bonds in alphabetical 
order; other bonds; common stocks; 
preferred stocks; participating units 
in common trusts; mortgages and 
mortgage certificates ; real estate ; other 
investments. After arranging the 
sheets of each fund in this order, they 
are placed in a binder by funds, in 
alphabetical order. 


To record the cash and the cash 
transactions of the funds, a special 
cash journal is set up, in two parts; 
the first for principal cash, the second 
for income cash. For each fund, two 
sheets are required. The sheets for all 
funds are placed in a binder in alpha- 
betical order. 

While minor details may vary among 
individual community trusts, Form 
#2 will serve as a model (Form #2a 
is for principal cash; Form #2b for 
income cash; illustrated on page 92). 

Authorizations for payments to 
beneficiaries and for payments of as- 
sessments for administrative expenses 
are recorded in two separate loose-leaf 
records. For each fund, a sheet is pre- 
pared, entitled Authorized Distribu- 
tions. These sheets are placed in a 
binder in alphabetical order. All au- 
thorized distributions are listed in 
chronological order according to date 
of authorization, and show the name 
of the beneficiary and the amount of 
the contribution authorized. A second 
binder is prepared for the payments to 
beneficiaries. A sheet is prepared for 
each organization receiving a contribu- 
tion. All authorized contributions are 
listed chronologically according to date 
of payment, and show the fund from 
which the contribution is made and the 
amount of the contribution. For con- 
trol purposes, one sheet is prepared 
also for administrative assessments. 
Of course, the totals of the two 
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journals always must be in agreement. 

The records discussed to this point 
are all either records of original entry 
or subsidiary records. It has been 
stated that no general ledger, as such, 
is kept. Since the unit to be consid- 
ered is the individual fund, and in 
some instances, the individual security 
of the individual fund, the broad sum- 
maries of the general ledger would 
be meaningless without comprehensive 
supporting records. It is compulsory 
to set up what amounts to a subsidiary 
fund ledger for each fund. Form #3 
is suggested as a fund ledger in which 
all financial information of the fund 
will be summarized. 

This form serves as a general ledger 
for each fund. It provides the means 
of recording and summarizing security 
transactions. At the end of any fiscal 
period, summaries of cash transactions 
of the fund are posted to this form. 
When completed, it provides the infor- 
mation necessary for a balance sheet, 
and a statement of receipts and dis- 
bursements. 

But community trusts are composed 
of many individual funds. The New 
York Community Trust has more than 
one hundred such funds. In reporting 
the year’s activities, total figures of all 
the funds must be presented—total 
assets; total distributions to benefi- 
ciaries ; total receipts; etc. To assist in 
the accumulation of total figures, Form 
#4 is suggested. 


4.—Accounting Procedures 


A routine for entering the transac- 
tions of the trusteed funds can be es- 
tablished. The trustee banks submit 
their statements of principal and in- 
come transactions. Each statement 
must be summarized. 

The principal transactions statement 
is summarized—sale of securities; 
amortization of bond premiums and of 
mortgages; sale of rights, contribu- 
tions, and other receipts; purchase of 
securities; payments to beneficiaries ; 
trustees’ commissions; and other dis- 
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An Accounting System for a Community Trust 


bursements. The totals are posted to 
the principal cash journal (Form 
#2a). Sales, purchases and amortiza- 
tion are posted in the security ledger, 
to the account of the individual security 
affected (Form #1la). They are 
posted also to the summary of security 
transactions (Form #3). 

The income transactions statement is 
summarized—interest, dividends, con- 
tributions, and other receipts; pay- 
ments to beneficiaries, administrative 
assessments, trustees’ commissions, and 
other disbursements. The totals are 
posted to the income cash journal 
(Form #2b). Interest and dividends 
are posted in the security ledger, to the 
account of the individual security af- 
fected (Form #1b). 

At the end of the year, income on 
each security, as recorded in the 
security ledger, is posted to the sum- 
mary of security transactions (l‘orm 
#3). 

No entries on any other form are 
required for the record of authorized 
distributions. However, the totals must 
agree with the amounts of payments 
to beneficiaries entered in the cash 
journals (Form #2). 

In assembling the figures necessary 
for an annual report, two of the forms 
presented (Forms #2 and #3) are of 
material assistance. Form #3 is used 
to assemble all the data for each 
trusteed fund. To complete the infor- 
mation, it will be necessary to post the 
appropriate totals from the cash jour- 
nals, ‘orm ##2. The summary on the 
form is self-balancing. The assets at 
the beginning of the year, plus the 
income, less the disbursements equal 
the assets at the end of the year. The 
summary on each page of Form #3 
is posted to the year-end summary 
(Form #4), and all required totals 
tor a report on the activities of the 
community trust as a whole are ob- 
tained. 


5.—Administrative Expenses 


A separate bank account, called the 
director’s fund or the administrative 
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fund, is maintained to provide the cash 
necessary to meet the costs of adminis- 
tration. The cash comes principally 
from assessments against the individ- 
ual trusteed funds, as authorized by 
the distribution committee. Other 
sources may be: contributions; special 
grants from the trustee banks; interest 
and dividends. Disbursements fall into 
comparatively few categories—payroll, 
publicity and education, and ordinary 
office expenses. Since there is no di- 
rect solicitation of contributions, there 
are no fund-raising costs. 

The records of the administrative 
fund are simple. Cash journals, a gen- 
eral journal and a general ledger are 
maintained. Cash receipts and disburse- 
ments are grouped in the categories 
noted above. The chart of accounts of 
the general ledger includes: cash; in- 
vestments; accrued payroll taxes; net 
worth; income and expense accounts, 
in the categories noted above. 

Annually, a balance sheet and a 
statement of cash receipts and dis- 
bursements are prepared. These are 
presented usually as a separate report. 
However, they may be included as a 
part of the report on the trusteed 
funds. 





6.—Annual Report on Trusteed 
Funds 


Annual reports of community trusts 
vary considerably in form and content. 
Form #5 (illustrated on page 97) 
suggests a form which can be adapted 
to individual requirements. 

Supporting schedules are furnished 
for contributions received (additions 
to funds), and payments to benefi- 
ciaries. It is desirable to prepare a 
schedule of net worth, by funds, de- 
tailing the assets at cost and market 
value. A separate schedule of income 
and expenses of the administrative 
fund may be included. 

In analyzing the results of the year’s 
transactions, a comparison is made of 
the cost and market value of all assets 
of the funds at the beginning and at 
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An Accounting System for a Community Trust 


NET WORTH, JANUARY 1, 19-, 


CONSISTING OF 


STOCKS, BONDS, MORTGAGES, AT COST 


CASH BALANCES 
TOTAL- AT COST 
(MARKET VALUE, $ ) 


ADDITIONS DURING YEAR: 
CONTRIBUTIONS TO FUNDS 
INTEREST AND DIVIDENDS 


NET GAIN ON SALES os SECURITIES 


TRANSFERS 
OTHER INCOME 


TOTAL 


DEDUCTIONS DURING YEAR: 
BENEFICIARIES 
COMMISSIONS -TRUSTEES 
ADMINISTRATIVE ASSESSMENTS 
OTHER DEDUCTIONS 


TOTAL 


EXCESS OF ADDITIONS 
NET WORTH, DECEMBER 31,19 - 
CONSISTING OF 


STOCKS, BONDS, MORTGAGES, AT COST 


CASH BALANCES 
TOTAL-AT COST 


(MARKET VALUE $ ) 
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THE NEW YORK COMMUNITY TRUST 
STATEMENT OF CHANGES 
DURING THE YEAR ENDED DECEMBER 31,19 — 


IN NET WORTH 
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the end of the year. This comparison 
may be made for as many years as the 
director of the community trust wishes. 
It will show the increases or decreases 
in the assets of the funds. 

A comparison of the income from 
trusteed funds and administrative ex- 


Total income of all funds e...... 


Administrative expenses : 


Trustees’ commissions ...... 
Other administrative expenses 


Total administrative 


% of administrative expenses 


Some community trusts receive con- 
tributions, either from the trustee 
banks or from others, expressly for 
the purpose of meeting the administra- 
tive expenses. In these cases, a com- 


Total income of 


Administrative expenses borne by 


funds: 


Trustees’ commissions ....... 


Assessments from funds, for 


ministrative expenses 
Total administrative 
borne by funds 


expenses 
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penses is desirable. The total income 
of the funds is taken as the base, and 
the total administrative expense is ex- 
pressed as a percentage thereof. Ad- 
ministrative expenses include trustees’ 
commissions. The following example 
will serve as an illustration: 





eau $1,000,000 
% 
asus $40,000 4.0 
28,000 28 

68,000 

6.8% 


ment or a schedule should be made, 
showing how much of the income dol- 
lar of the trusteed funds actually goes 
toward meeting the administrative ex- 
penses, as in this illustration: 





expenses 


% of administrative expenses borne by 


funds 


In the forty years of their existence, 
community trusts have proven their 
value to donors, to the public, and to 
organized charities. Today they are 
established in more than eighty com- 
munities, spread over a large part of 
the United States. They have assets 
of more than one hundred twenty-five 
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million dollars, and in 1953, distributed 
more than five and a half million dol- 
lars in grants. They have made a place 
for themselves in the philanthropic 
field. There is a definite need for sutii- 
ciently uniform accounting methods so 
that published figures may be inter- 
preted properly on a comparable basis. 
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Accounting and Auditing Problems 
of Used-Car Dealers 


By Arno HERzBeERG, C.P.A. 


This paper presents a system of accounting for used-car dealers 

which will minimize the possibility of employee errors and irregu- 

larities, while at the same time making easier the performance of 

a thorough audit. The audit procedures unique to this type of 
business are also described. 


HE business conducted on a used- 

car lot is mostly on a scale that 
creates special problems for the instal- 
lation of an accounting system and for 
the proper completion of an audit. 
Although used-car dealers may do a 
business in millions, buying and sell- 
ing, details of all transactions are de- 
pendent upon very few individuals. 
There are many loopholes which can 
be used by dishonest employees to 
siphon off cash improperly; there are 
many possibilities of fraud. They are 
so varied that quite a bit of experience 
is necessary to unearth them. 

In fact, market conditions have a 
great deal to do with the way cash is 
handled and sales are made. At pres- 
ent many dealers are short of working 
capital. Their checks are frequently 
returned for insufficient or uncollected 
funds and, as a result, other dealers 
refuse to accept their checks. This 
means that cash must often be used for 
the purchase of cars. 
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On the other hand, sales are difficult 
to make. Trade-in allowances are 
boosted and down payments are get- 
ting smaller. Any unscrupulous sales- 
man can use this trend to cover up his 
misappropriations. 

With all these possibilities in mind, 
we have tried to develop a system that 
will disclose dishonesty and, at the 
same time, permit a speedy and thor- 
ough audit. Nevertheless, it is 
necessary that the auditor be aware of 
the limitations of such a system. 

Any system has to follow a pattern 
that is based upon the activities in the 
used-car business: buying; recondi- 
tioning; and selling, with the triple 
feature of cash down-payment, trade- 
in allowance, and financing of part of 
the selling price. It has to conform 
to the principle that all incoming cash 
must be deposited and all outgoing 
payments have to be made by check, 
wherever possible. 


Purchases of Cars 


Most dealers buy cars at auction 
sales from other new- and used-car 
dealers, from finance companies, or 
from private owners. Generally, 
checks are accepted by dealers and at 
auction sales, unless the buyer’s pay- 
ment record and credit are bad. Certi- 
fied checks are required by finance 
companies, but not all sellers are will- 
ing to accept ordinary checks. They 
require cash. In these cases, a check 
is made out anyway, but the dealer 
purchasing a car cashes this check out 
of his undeposited funds, after the 
check has been properly endorsed by 
the seller. If the buyer has no unde- 
posited funds, he may get cash from 
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his bank by cashing an exchange check, 
making out another check to be en- 
dorsed by seller, and re-depositing the 
endorsed check to offset the exchange 
check. 


Even in cases where checks are 
made out, the auditor might be con- 
fronted with fraud based on an over- 
statement of cost. It is possible that 
an amount is added to the purchase 
price by pretending to the seller that 
the excess over the purchase price is 
needed for expenses, or that the buyer 
and salesman are in collusion to de- 
fraud their employers. Discovery of 
this practice is extremely difficult. It 
is hardly possible to compare checks 
with invoices because it is not custom- 
ary in the used-car business to receive 
an invoice for every car bought. Even 
if the buyer had a current invoice, 
he might have destroyed it and pretend 
he never received an invoice. Only a 
comparison of wholesale prices in the 
area could help to detect a fraud based 
on these practices. 

Every check should show the year, 
make, and serial number of the car or 
cars purchased. Without this informa- 
tion, it is impossible to identify any 
car. In any case, this information is 
required by most state laws. It helps 
the auditor to prepare and maintain a 
perpetual inventory record of cars on 
hand, which is the basis of any audit. 
Moreover, this information is put on a 
card showing (in addition to the 
identifying items of every car) from 
whom the car was bought, cost of 
the car and, if desired, the expenses 
for reconditioning it. 

In most states, ownership of an 
automobile is substantiated by a so- 
called “title” showing year, make, 
serial and motor number, and other 
identifying items. This “title”, made 
out in the name of the car dealer, must 
be on hand for every car, and can be 
used to check whether all cars are actu- 
ally owned by the dealer. However, 
such a check is not complete without a 
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physical inventory of cars on hand. 
These two verifications are comple- 
mentary, because the fact that a car 
is on the lot does not mean it is owned 
by the dealer. In many instances, cus- 
tomers leave their automobiles to be 
sold on commission. The fact that a 
“title” shows the dealer as owner is 
not sufficient proof that the car is on 
the lot and is owned by the dealer. 
The pressure of market conditions to- 
day has created a new scheme: Deal- 
ers help each other out by transferring 
title to a car to an affiliated dealer, so 
that he may borrow money on that car. 
In another instance there may be a 
“title” on hand, but the car may have 
been junked for a long time and the 
junk dealer may have neglected to pick 
up the bill of sale. 

The present situation in the automo- 
bile market gives rise to some other 
problems that, if correctly handled, will 
involve some changes in procedures. 

In the first place, a market with 
prices going down makes it necessary 
to revalue cars that have been on the 
lot for a long time. Correct monthly 
statements for management (not for 
tax purposes) can be prepared only 
if an inventory adjustment to this 
effect is made. This revaluation, at the 
lower of cost or market, should take 
into consideration only wholesale 
prices—what the dealer would pay if 
buying at today’s market. This pro- 
cedure would charge the period in 
which prices have gone down with the 
reduction in inventory and, at the same 
time, would restore the normal margin 
of profit at current prices. 

The same mark-down should be ap- 
plied to cars traded in by customers. 
Today trade-ins are definitely over- 
valued in order to give the customer 
a discount. If this figure, taken from 
the customer’s invoice, is inserted as 
cost, profits are overstated on the car 
that has been sold, and profits will be 
understated or any loss exaggerated if 
the car traded in is sold.2 


1See Paton, Journal of Accountancy, October 1953, p. 434. 
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Reconditioning of Cars 


There is the question of whether ex- 
penses for repairs and reconditioning 
of cars should be included in the cost 
figure of the individual car, or be 
treated as an expense item. In prac- 
tice, and with the records available, it 
is hardly possible to assign each and 
every repair or replacement of parts 
or tires to the individual car. Many 
times parts are switched from one car 
to another, and the personnel to keep 
proper records in this respect is not 
generally available. It seems practical 
to assign only larger repairs, like paint- 
ing and body repairs, to the individual 
car and include them in the cost price 
of the car. 

Such a procedure might even be con- 
sidered necessary if all other recondi- 
tioning expenses are lumped together. 
A total of these reconditioning ex- 
penses (parts, slipcovers, outside re- 
pairs) might be distorted by inclusion 
of a repair of several hundred dollars 
made on a single car. A profit and 
loss statement would be entirely out of 
line if the car with a high recondition- 
ing expense remained unsold while past 
operations had been charged with these 
extraordinary repairs. Only if this re- 
pair is included in the cost price of the 
car do we present a correct picture. 

Expenses for reconditioning have to 
be controlled very thoroughly, not only 
because they always have the tendency 
to go out of hand, but also because em- 
ployee fraud is encountered here more 
than in any other spot. It should be 
standard practice for repairs to be au- 
thorized by the owner of the used-car 
lot himself, and he should approve 
every bill or delivery ticket. Recondi- 
tioning expenses should not be paid in 
cash, if at all possible. Monthly state- 
ments from repair shops with support- 
ing vouchers should be on hand before 
payments are made by check. If the 
responsibility for these expenses is not 
assumed by the dealer himself, it will 
be found that charges might be ficti- 
tious or exaggerated, or that salesmen 
are favoring certain repair shops to a 
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degree that might arouse suspicion. 
Another sales feature might complicate 
the picture. Repairs to be made on a 
car are often shared with the customer 
in order to make a sale. It sometimes 
happens that a dishonest salesman col- 
lects these monies due and pockets 
them without a record thereof, while 
the dealer has to pay the full bill for 
repairs. If the owner of the used-car 
lot would note on the bills those items 
collectible from customers, an audit 
would be possible. 


“Floorplan” of Cars 


The average dealer is not in a posi- 
tion to keep a sizeable number of cars 
without resorting to inventory financ- 
ing. This procedure, called “floor- 
plan” is nothing but a loan given by a 
bank or finance company, secured by a 
chattel mortgage on certain automo- 
biles. This loan has to be repaid as 
soon as the car has been sold. 

The auditor should check to ascer- 
tain whether the perpetual inventory 
record shows the amount of the loan 
given for a car, whether this money 
was deposited, and whether the loan 
was subsequently repaid when the car 
was sold. 

For the dealer or his office help, a 
simple procedure can prevent mistakes. 
The finance company usually furnishes 
a copy of the chattel mortgage to the 
dealer. From this copy the dealer can 
post the amount of the loan to the in- 
ventory card of the car for which the 
loan has been advanced. If the car is 
sold, the amount to be repaid to the 
finance company may be ascertained 
from the card and double-checked 
against the chattel mortgages on file. 

An inquiry should be made when- 
ever a discrepancy on a pay-off is dis- 
covered, because mistakes made in con- 
nection with a “floorplan” can be as 
follows: 


(a) Cars may be “floorplanned” al- 
though they do not belong to the 
dealer ; 
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(b) Loans secured by cars may be 
paid off twice. 

(c) Amounts paid off may be credi- 
ted to the wrong car by the 
finance company, especially if 
amounts borrowed on_ several 
cars of the same year and make 
are identical; and 

(d) Part-payments of loans may not 

be properly recorded by the fi- 
nance company. 

These part-payments, called curtail- 
ments, are payable to the finance com- 
pany upon request. This request is 
normally made when a car has been on 
the “floorplan” for more than three 
months. It involves a reduction of 10 
or 20 per cent of the original loan, in 
order to reflect the shrinkage in the 
value of the car mortgaged. 

It is advisable to confirm the “floor- 
plan” balance about every three or four 
months by direct communication with 
the finance company. This makes it 
possible to track down errors much 
more easily than if the verification 
were made only once a year. More- 
over, the finance companies are not too 
anxious to “floorplan” cars today, be- 
cause they make very little profit on 
this type of business and consider it 
more as a convenience to the dealer. 
Any discrepancies ironed out by direct 
confirmation help to strengthen the re- 
lationship between dealer and finance 
company. 


Sales of Used Cars 


Sales of used cars show a combina- 
tion of. cash, financed amounts, and 
trade-ins of other used automobiles. 
After the OPS regulation requiring 
the used-car dealer to issue invoices to 
customers was terminated, invoices 
were given to customers only upon re- 
quest. Therefore, the check of cash 
deals is impossible unless the dealer 
himself approves details of the sal> 
that are recorded on the inventory 
card. This is especially true if a sale 
is a combination of cash and trade-in. 
It would be possible for a salesman to 
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increase the trade-in allowance and 
pocket the corresponding amount in 
cash. 

At any rate, a deposit of the cash 
received should be made in the dealer’s 
bank account. This requirement is ex- 
tended to amounts received from f- 
nance companies for the financed 
amount of a sale. A check of sucha 
finance deal is possible. It is only nec- 
essary that the dealer’s bookkeeper re- 
tain one copy of the note or application 
signed by the customer, and attach to it 
the notification of the finance company 
that the deal has been accepted. This 
notification normally includes details 
of the sale, cash paid, financed amount, 
and trade-in allowance, if any. A com- 
parison of the notification with the ap- 
plication signed by the customer and 
the book entry might show manipula- 
tions, if any. On the other hand, the 
auditor should weigh the fact that too 
many people sign finance papers in 
blank, before the details of the sale are 
filled in. 


Typical Costs of Operation 


Among the more typical expenses 
for a used-car lot operation are dis- 
bursements for 

Driving in of cars from auction 
sales, 

Fees paid for cars sold or bought 
on auction sales, 

Fees for the transfer of title of 
ownership, and 


Gas and oil. 


The driving of cars is done either 
by independent contractors or by indi- 
vidual drivers who are hired for this 
occasion. They are paid a lump sum 
for each car driven, plus gas and oil 
if necessary. In all cases, checks have 
to be made out for the amount paid 
to the drivers. The checks, showing 
the number of cars driven in, have to 
be endorsed by the driver and may be 
cashed, if requested. It is possible 
to check these expenses against the 
number of cars bought in one location 
(refer to check for purchase) and 
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ascertain whether these amounts are 
overstated. 

Auction fees, if paid by check, may 
be compared with the number of cars 
auctioned. 

A typical loophole is found in the 
fees paid for the transfer of titles or 
license plates. Jirst, the used-car 
dealer has an expense for the transfer 
of.title to his own name. Then he has 
another disbursement, mostly as a con- 
venience for the customer, when the 
car is sold. While he has to absorb 
the charge for the transfer of title to 
his own firm, the customer pays the 
charge for license fees and the transfer 
to him unless the dealer promised in 
his advertising campaign to give the 
customer the license fees and transfer 
free of charge. In states where trans- 
fers and license plates are bought 
from a state agency, a receipt should 
be requested even if it is only in the 
form on an adding machine tape with 
an agency stamp. By the amount of 
the charge shown on this tape, one can 
determine which one has to be absorbed 
by the dealer and which one has to be 
paid by the customer. Amounts paid to 
the state agency are disbursed by 
check. 

Gas and oil should be bought from 
one particular gasoline station in the 
neighborhood. These purchases should 
be authorized only by the person in 
charge, who should give a signed order 
to the gas station with each purchase. 
This would take care of the situation 
when customers take gasoline to be 
charged to the dealer, as well as elimi- 
nate the improper purchase of gasoline 
by salesmen and employees. 


Deposits and Refunds 


Deposits and refunds represent quite 
a problem for the auditor of a used- 
car lot business. Many times the cus- 
tomer gives a deposit as a token of 
his willingness to buy a car. But 
many times, too, he changes his mind 


and wants a return of his deposit. If 
the original deposit is put in the bank 
account of the used-car dealer, it would 
be in order to refund the deposit to 
the prospective customer by check. But 
if the customer’s money has not been 
deposited in the bank account, there 
is plenty of room for fraud. 

Today, more than ever, customers 
get a refund for one reason or other, 
after they have bought a car. It is 
this kind of refund that can be used 
to cover up an undeposited amount 
received from a prospective buyer. In 
other words, a refund representing a 
subsequent adjustment on a used-car 
purchase has to be carefully distin- 
guished from the return of a deposit 
on a deal that fell through. The audi- 
tor has to check ‘out every refund of 
any kind if he wants to perform his 
task. He has to find out whether re- 
turns of deposits are matched with a 
bank deposit of an equal amount or 
whether a refund is a reduction of 
the price of a previously sold car. 


Petty Cash Disbursements 

Ixpenses not paid by check should be 
disbursed from a petty cash fund only 
against proper vouchers. This fund 
should be maintained on an imprest 
basis and should be replenished from 
the checking account whenever needed 
in exactly the amount of the vouchers 
paid out. Thus, all these petty cash ex- 
penses are brought on the books when 
the individual disbursements are dis- 
tributed. 


Reserves for Financing 


A complicated problem is posed for 
the auditor by the so-called Reserves 
for Financing.?. These “reserves” are 
actually kick-backs paid by finance 
companies for the purchase of install- 
ment paper. They are figured accord- 
ing to formulas which can be ascer- 
tained from the respective finance com- 
panies. A practice should be made of 


2 See details in the author’s “How to Handle Accounting and Tax Problems of Dealers’ 
Reserves in Installment Financing”, 90 Journal of Accountancy 330 (1950). 
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checking the computations of these re- 
serves which should be reflected in the 
accountant’s working papers, including 
a record of monthly balances, addi- 
tions, and chargebacks. 


Records and Bookkeeping 


The inventory card with all its 
identifying information is the backbone 
of any recordkeeping in a used-car lot. 
‘rom this card all information pertain- 
ing to sales can be ascertained. En- 
tries are made from this card in a 
salesbook, recording the date of sale, 
name of the buyer, down-payment, 
amount financed, trade-in allowance, 
and sales taxes, if any. At the same 
time, the cost of the car is shown on 
the card. 

These entries are traced into a cash 
receipts book to insure that all cash 
received has been deposited in the 
firm’s bank account. Information per- 
taining to bank deposits is taken from 
the deposit slip. This means that the 
bookkeeper has to mark on each dupli- 
cate deposit slip the buyer’s name and 
the amount deposited for the car he 
bought. Any other deposits like ex- 
changes, “Floorplan”, and special re- 
ceipts have to be identified in the same 
way. Separate deposits should be made 
for exchanges. This helps a great deal 
to check out all such items against the 
corresponding checks. 

Checks are entered in a disburse- 
ments book showing the following 
columns: Payroll (analyzed into Me- 
chanics and Helpers, Salesmen, and 
Office Help), Exchanges, Recondition- 
ing, “Titles”, Drivers, Advertising, 
Cars Bought, “Floorplan”, and Sun- 
dries (2 columns). The last two col- 
umns have to be left blank. They will 
provide space for marking the year, 
make, and serial number of every car 
bought or paid off on the “floorplan”. 

All records are maintained on a cash 
basis. Naturally, this is not sufficient 
for the preparation of a statement on 
the accrual basis, for either accounting 
or tax purposes. 
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In order to assist in the preparation 
of such a statement, provision should 
be made in the accountant’s working 
papers for adjusting entries which, in 
turn, are supported by a detailed list 
of all unpaid reconditioning and op- 
erating expenses. Information for this 
analysis may be gathered either from 
checks issued during the month fol- 
lowing the period audited, or from 
the unpaid bills in the company’s files. 
Accruals should also be made for un- 
billed items, like electric and telephone 
services, from the billing date to the 
end of the audit period. The same is 
true of accrued depreciation, payroll 
taxes, etc. Prepaid charges, such as 
insurance premiums, should also be set 
up. 

At the end of the accounting period, 
all these adjusting entries are entered 
on the books and, if desired, can be 
reversed at the beginning of the next 
accounting period. 


Audit Program 


The basic audit program for a used- 
car dealer may be summarized as fol- 
lows: 


1. Make bank reconciliation. 


2. Check bank deposits of 

(a) Cash down-payments with 
those indicated by the sales 
book ; 
Financed amounts with 
those indicated by the sales 
book ; and 
Exchanges deposited in bank 
account with those required 
to offset the corresponding 
checks issued. 


(b) 


(c) 


Prove balance of 

(a) Down-payments not deposi- 
ted; 

(b) Financed amounts not de- 
posited; and 

(c) Exchanges not deposited. 


os) 


4. (a) Prepare inventory listing by 
recording (as to year, make, 
and serial number) 
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Accounting and Auditing Problems of Used-Car Dealers 


(i) Cars on hand at begin- 
ing of the fiscal period ; 
and 

(ii) Acquisitions by  pur- 
chase or trade-in during 
the period. 


(b) Eliminate from this inven- 
tory list all cars sold during 
the period. 

(c) Prove inventory of cars on 
hand at end of the period. 

(a) Prepare list of cars on 
“floorplan” at beginning of 
period. 


(b) List additions to “floorplan”. 
(c) Eliminate those paid off. 


(d) Prove balance of “floor- 


plan”. 
Check “titles” to list of cars on 
hand. 


vA 


8. 


10. 


11. 


Inspect cars on hand as to year, 
make, and serial number. 


Vouch finance contracts by com- 
paring them with entries in sales 


book. 


Vouch disbursements for ex- 
penses. 
(a) Check computation of re- 


serves. 

(b) Complete running balance 
record of reserves. 

(a) Check postings to the Gen- 
eral Ledger, if required. 

(b) Obtain a trial balance of 
General Ledger. 


(a) Complete analysis required 
for necessary adjusting en- 
tries. 


(b) Prepare adjusting entries. 


Prepare Report. 
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Significant Income Tax Rulings 
and Decisions of 1954 


By Jack Scu osser, C.P.A. 


Any review of government rulings 
and court decisions on tax matters 
issued during 1954 must necessarily 
give effect to the impact of the Internal 
Revenue Code of 1954. Many of the 
issues under review were considerably 
clarified or completely eliminated by 
the new law. In preparing this survey, 
the writer has elected to ignore those 
pronouncements, either administrative 
or judicial, which were affected in this 
manner by the new law unless their 
effect on open years under the 1939 
Code would be material. 


Guaranty Losses 

One issue which received consider- 
able attention from the courts during 
1954 without much clarification (and 
which has been only partially resolved 
bv the 1954 Code) was the question of 
determining the nature of the deduc- 
tion (if any) which arises from a pay- 
ment under a guaranty or endorse- 
ment of a third party’s loan. Is it a 
loss in a profit transaction or is it a 
bad debt? This is of concern only 
where the payor is an individual, since 
a holding that the result is a non- 
business bad debt to an_ individual 
might severely limit the deduction. 

Generally it was assumed that such 
a payment created a debt situation 
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running from the original debtor to 
the guarantor. Hence, any resultant 
loss would be a bad debt and, if in- 
curred by an individual, might be 
treated, in most instances, as a short- 
term capital loss with considerable dis- 
advantage. Where the original debtor 
Was not in existence when the guar- 
anty payments are made, the courts 
have ruled that no debt could thereby 
be created and, hence, the loss was 
fully deductible under Section 23(e¢) 
(1939 Code) (Agnes I. Fox, 190 F. 
2d 101; C. A.-2; 1951). In 1954 this 
general situation received further 
attention with interesting and conflict- 
ing results : 

a. Where the debtor is hopelessly 
insolvent at the time the guaranty pay- 
ment is made, no debt can be deemed 
created at said time. The distinction 
between an insolvent debtor and a 
non-existent debtor is nebulous and 
hence the Fox decision would support 
the conclusion that an ordinary loss 
(Section 23(e) 1939 Code) and not 
a bad debt was incurred (Leo |L. 
Pollak; C. A.-3; 12/14/53. H. C. 
Allen, Jr.; C. A. 5th; 11/16/54). 


b. Regardless of the debtor’s finan- 
cial condition at the time, no loss is 
incurred at the time of guaranty pay- 
ment solely as a result of such pay- 
ment. Instead, under the law of sub- 
rogation, the payor acquires a debt 
from the original borrower. It is the 
worthlessness of that debt which 
causes the loss and hence must be 
deemed productive of a bad debt. Only 
where the debtor is completely out of 
existence does the Fox decision apply 
(Peter Stamos; 22 T. C., No. 108; 
7/14/54. Max Greenhouse; Memo 
T. C. 1954-144; 8/30/54. O. D. 
Bratton; C. A.-6; 12/10/54). 

c. Where only a partial guaraniy 
payment is made and, under the State 
law in effect, the payur does not be- 
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come subrogated to the lender’s posi- 
tion, no debt is created and the loss is 
fully deductible as one arising from a 
transaction entered into for a profit 
(J. C. Bradford; 22 T. C., No. 128; 
8/18/54). 

As can be seen, there is a sharp 
split in position on this point among 
the courts. Section 166(f) of the 
1954 Code has only partially clarified 
this issue, since it grants business 
debt status to such payments only 
where the debtor is an individual and 
where the original loan was used for 
business purposes. Further clarifica- 
tion is sorely needed and should be 
forthcoming in the near future in view 
of the clash of judicial opinion on the 
matter. 


Covenants Not to Compete 


In the sale of a going business, we 
commonly encounter restrictive cov- 
enants. Sometimes their inclusion is 
dictated by business necessities, other 
times solely by tax considerations. In 
either case the clause must be handled 
with care, as may be gathered from 
the following cases: 

Purchaser offered to buy all of the 
stock of a newspaper corporation for 
$1,000,000 plus an agreement restrain- 
ing competition for 10 years. Subse- 
quently, purchaser insisted on a por- 
tion of the purchase being segregated 
as attributable to the restrictive cov- 
enant solely to yield a tax deduction. 
The sellers drafted a preliminary con- 
tract fixing the price of ‘the stock at 
$200 a share; the purchaser amended 
this to $150 for the stock and $50 a 
share for the non-competition agree- 
ment. The courts upheld the validity 
of the second agreement and the valu- 
ation of the restrictive agreement both 
as to deductibility by the buyer and 
taxability as ordinary income to the 
seller (Gazette Telegraph Co., C. A.- 
10, 1/30/54; Clarence Clark Hamlin 
Trust, C. A.-10, 2/1/54). In arriving 
at its conclusion the court pointed out 
that the restrictive covenant had been 
separately negotiated and valued. Since 
a sale of stock was involved and not a 
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sale of assets, the question of severa- 
bility of the covenant from the good- 
will of the business was not a factor. 
The fact that the seller consented to 
the split-up in contract price only at 
the buyer’s insistence, without careful 
evaluation of the amounts and with- 
out being aware of its tax effects on 
him, were also deemed ineffectual to 
alter the plain conclusions derived 
from the written contract. 

Where, in a_ substantially similar 
case, the covenant was never dealt with 
as a separate item in the transaction, 
never bargained for and never evalu- 
ated, the mere fact that the contract 
stated that $100,000 of the $383,572 
purchase price was attributable to the 
competition agreement was insufficient 
to establish the allocation as valid and 
effective. Seller was allowed to re- 
port the entire proceeds as considera- 
tion for the stock. The court ruled 
that the contract did not accurately re- 
flect the understanding of both parties 
on this issue (George HH. Payne, 22 
T. C., No. 66; 6/9/54; acq.). 

Taxpayer purchased two insurance 
agencies. In one instance he was al- 
lowed to amortize part of his purchase 
price as attributable to a non-competi- 
tion agreement since the item was sepa- 
rately treated and valued, the value 
was reasonable, and the threat of com- 
petition real. In the other instance, 
the parties did not treat the covenant 
separately from the goodwill and 
other intangible assets acquired ; hence, 
no amortization was allowed (Carl 
Dauksch; District Court, Ohio; 
8/13/54). The second and unfavor- 
able conclusion was arrived at in simi- 
lar circumstances and by the same 
reasoning in Lloyd H. Walker (Memo 
T. C. 1954-71; 6/21/54). 

A iavorable conclusion was arrived 
at in the case of Frances Silberman, 
et al. (22 T. C., No. 155; 9/22/54). 
Here the taxpayer was able to prove 
the absence of goodwill, thereby elimi- 
nating the problem of severability be- 
tween goodwill and the covenant. Fur- 
thermore, since the supply of raw 
materials was short, the question of 


107 








the seller's activity in the same busi- 
ness was of vital importance. 

Where taxpayer was buying assets 
and could not disprove the existence 
of goodwill, the absence of separate 
treatment, separate negotiation and 
separate price was fatal. Taxpayer 
was not permitted to amortize the dif- 
ference between the appraised value of 
the assets and the total purchase price 
as allocable to the restrictive covenant 
(Wilson Athletic Goods Mfg. Co., 
Inc.; Memo T. C. 1954-163 ; 9/29/54). 


Punitive Damages 


The Supreme Court has already 
granted certiorari in the Glenshaw 
Glass Co. case (C. A.-3; 4/9/54) and 
will rule as to whether punitive dam- 
age claims are taxable income. The 
taxpayer was successful in that case 
but another Circuit Court reviewing 
the same issue found for the govern- 
ment (Obear-Nester Glass Co.; C. 
A.-7; 11/15/54). In arriving at its 
conclusion the latter court apparently 
relied heavily upon the fact that the 
Court of Claims and Second Circuit 
Court have both previously deemed 
that refunds to corporate taxpayers 
of “insiders’ profits” under the Securi- 
ties and Exchange Act constituted tax- 
able income (Park and Tilford Dis- 
tillers Corp.; 107 F. Supp. 941; Court 
of Claims; 1952; and General Ameri- 
can Investors Co.; 211 F. 2d 522; 
C. A.-2; 1953). They could see no 
distinction between “insiders’ profits” 
and punitive damages. 

While awaiting the Supreme Court’s 
final say on this matter, the Tax Court 
continues to treat punitive damages as 
non-taxable and will even countenance 
an allocation of a lump sum mixed 
award to determine the portion at- 
tributable to such damages (Telefilm, 
Inc.; 21 T. C., No. 77; 2/11/54). 


Lease Problems 


Taxpayer was lessee under a 99- 
year lease with an option to purchase 
at a fixed price. The option was exer- 
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cised solely to eliminate the onerous 
rental payments under the lease. Tax- 
payer claimed the true value of the 
property to be less than the amount 
paid and that the difference was de- 
ductible as a business expense—i.e., 
an amount paid to get rid of a burden- 
some lease. The court cited the Cleve- 
land Allerton Hotel, Inc. decision as 
its authority (166 F. 2d 805; C. A.-6; 
1948). The fact that the option price 
was fixed at the inception of the lease 
and was not then excessive was deemed 
inconsequential (Troc Inc.; District 
Court; Ohio; 9/30/54). 


Where a lease required the tenant to 
maintain the property in operating 
condition under a long-term lease, in- 
cluding the replacement of worn-out 
and obsolete equipment which, when 
replaced, became the property of the 
lessor, replacements under the lease 
were deductible by the tenant despite 
the fact that they had a life beyond 
one year (Journal Tribune Publish- 
ing Co.; C. A.-8; 10/26/54). Is there 
a question here of taxable income to 
the lessor offset by a depreciable capi- 
tal expenditure? 


Here is a lease situation common in 
the retail field: Taxpayer agreed, as 
lessor, to contribute $50,000 toward 
the cost of improvements to be made 
by the lessee. Part of this contribu- 
tion was to be made by crediting to the 
lessee a portion of the percentage rent 
due each year under the lease. The 
court ruled that such credits con- 
stituted income to the lessor when so 
applied (Isidore Brown; 22 T. C,, 
No. 21; 4/27/54). 


The courts have considered on many 
occasions the depreciation status of a 
taxpayer who inherits a parcel of land 
subject to a long-term lease upon 
which the lessee has erected a build- 
ing. Until this year the Tax Court 
had held that the taxpayer could allo- 
cate his date of death basis between 
land and building and depreciate the 
latter over its remaining life. This 
view had been rejected by several of 
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the Circuit Courts and finally was 
abandoned by the Tax Court in the 
case of Albert L. Rowan (22 T. C., 
No. 105; 7/13/54). The ‘court based 
its view upon the fact that the life 
of the lease exceeded the useful life 
of the building; the taxpayer could 
suffer no economic loss as a result of 
building wear and tear; taxpayer could 
not sell his building interest apart 
from the land; hence, there was no 
basis for a depreciation allowance. 

The Ninth Circuit, when faced with 
this situation, has allowed the taxpayer 
to evaluate the lease and, if it exceeded 
the fair rental value of the property, 
he could apportion part of his basis to 
this leasehold value and amortize it 
over the remaining life of the lease 
(Mary Young Moore; 207 F. 2d 265; 
C. A.-9; 1953; cert. denied). This 
issue was not considered in the Rowan 
case. 

Having gone this far in the Rowan 
decision, the Tax Court continued by 
applying the same doctrine to a piece 
of purchased property as they had in 
the case of inherited real estate (Frieda 
Bernstein et al.; 22 T. C., No. 140; 
8/31/54). The property purchased 
consisted of land upon which the ten- 
ant had erected a building. The court 
ruled that the life of the depreciable 
asset was less than the life of the lease 
including the mandatory renewals. 
Hence, the purchaser was acquiring 
only a reversionary interest in the im- 
provements and one which could not 
diminish by wear and tear or obso- 
lescence. Taxpayer had thus failed to 
prove a depreciable interest. Further- 
more, taxpayer had failed to establish 
the existence and amount of any ex- 
cess value to the leasehold as was done 
in the Mary Young: Moore decision 
(supra). This decision must be care- 
fully studied and appraised by all tax- 
payers and practitioners contemplating 
the purchase of leased property. 

Taxpayer was lessee under a term 
lease of land, upon which it had con- 
structed a building, agreeing to remove 
same at the expiration of the lease. 
In order to escape the removal clause 
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and to eliminate a burdensome rent 
charge, taxpayer purchased the fee, 
paying an amount which it claimed 
was in excess of the true value of the 
unimproved land. This excess was de- 
ducted as an expense (i.e., eliminating 
an onerous lease) citing Cleveland 
Allerton Hotel, Inc. (supra). In the 
alternative, taxpayer claimed the right 
to amortize the same amount over the 
remaining life of the lease. Both asser- 
tions were overruled (Millinery Center 
Building Corp.; 21 T. C., No. 92; 
2/26/54). 

What if a separate corporation had 
been formed to purchase the fee sub- 
ject to the lease? Could it have appor- 
tioned its cost between land and build- 
ing and claimed depreciation on the 
latter? Could it have valued the excess 
value of the leasehold and amortized it 
as was permitted in Mary Young 
Moore (supra)? Kither of these would 
seem possibilties. The writer leans 
toward the first alternative if it could 
be established that the life of the struc- 
ture exceeded the life of the lease. 


Capital Gains and Losses 


Some further light has been shed 
during 1954 on the major issue as to 
whether pruperty is held for sale to 
customers in the ordinary course of 
business or whether it is a capital asset 
as may be gathered from the following 
cases: 

A partnership owned several parcels 
of rental real estate. The court held 
that sales made by said partnership be- 
cause of a shortage of funds, induced 
by unsolicited offers, and motivated 
largely by a desire to eliminate “lem- 
ons”, to upgrade holdings and to dis- 
pose of trade-in property, did not serve 
to qualify the partnership as a dealer. 
Hence, property was not held for sale 
to customers in the ordinary course of 
business (Howard C. Martin, et al.; 
District Court; Georgia, Atlanta Divi- 
sion; 1/7/54). 

A partnership formed to buy and 
sell real estate was deemed to be a 
dealer with regard to all of its proper- 
ties despite the fact that some of the 
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improved parcels were rented during 
the interim period prior to sale. The 
Court ruled that the basic intent of the 
partnership was to sell all of its prop- 
erties to customers and that there was 
no difference reflected on the books of 
account between the rented and non- 
rented holdings (Hugh F. Little; 
Memo T. C. No. 34267 ; 2/9/54). 

A joint venture purchased 18 cot- 
tages and advertised them for resale. 
The properties were deemed non- 
capital assets despite interim renting 
until acceptable purchase prices could 
be obtained (Harry Goodman; Memo 
T. C. 1954-43; 5/17/54). The same 
results were held applicable to a liqui- 
dating trust selling parcels through a 
central sales office and utilizing adver- 
tising and promotional activities, de- 
spite the existence of short-term leases 
subject to cancellation upon sale (Capi- 
tol Freehold Land Trust; District 
Court; Illinois; Eastern Division; 
6/4/54). 

Taxpayers purchased bulls and sold 
them after holding them for 18 months. 
During the interval they were rented 
for breeding purposes to neighboring 
farmers. The court held that the sales 
were not isolated or incidental and 
hence the bulls were held for sale in 
the regular course of business; that 
the renting was merely a means of 
getting the bulls raised at the lowest 
cost and did not change the purpose 
for which they were bought (Albert T. 
Erickson; 23 T. C., No. 55; 
12/10/54). 

The wife of a cotton dealer was al- 
lowed to report as capital gain the 
profit on three transactions involving 
the purchase and sale of baled cotton. 
The cotton was sold to brokers. The 
purchases and sales were made upon 
the counsel of taxpayer’s husband 
(Virginia E. Weaver; District Court; 
Tennessee; Nashville Division; 
3/26/54). Even where the dealer him- 
self separately identifies cotton on his 
books and on the bales as investment 
property, the resultant profit may be 
taxed as a capital gain (Williamson v. 
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Bowers; District Court; South Caro 
lina; 1954). 


Gifts and Contributions 


A gift of cattle to a tax-exempt 
institution does not give rise to taxable 
income to the farmer-donor. If the 
donor continues to feed and care for 
the gifted cattle after the gift, the 
expenses of such care would not be 
deductible. (Charles N. Prothro; C. 
A.-5; 1/6/54). The implications of the 
first portion of the decision are of sig- 
nificance to every businessman or in- 
vestor who can reduce the cost of his 
charitable contribution by eliminating 
the tax on increases in value of prop- 
erty. The second portion of the deci- 
sion seems a bit dubious. If the ex- 
penses in question are not deductible as 
ordinary and necessary business ex- 
penses because attributable to the 
donee’s property, might they not at 
least qualify as separate charitable con- 
tributions ? 

The Commissioner attempted with- 
out success to tax the donor with the 
fair market value of the crop where a 
gift of land with an unharvested crop 
was made to taxpayer’s children. No 
contract or arrangement for the wheat’s 
sale had been made and no immediate 
sale was contemplated. This last find- 
ing of fact seems superfluous, since 
eventual sale of the crop must have 
been in everyone’s mind at the time of 
gift as a necessity and not a mere pos- 
sibility. Since the entire property was 
gifted, the court eliminated the assign- 
ment of income argument. Nor was it 
impressed with the fact that the donor 
had deducted with tax benefit the costs 
and expenses of growing the crop 
(Elsie Sorelle; 22 T. C., No. 60; 
6/7/54; under appeal). 

On the other hand, where a prop- 
erty-owner conveyed to his children 
the right to receive the rent due under 
a lease on said property, the arrange- 
ment was deemed a mere assignment 
of income, hence, taxable to the donor 
for income tax purposes. The court 
ruled further that a taxable gift was 
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nevertheless involved; that the gift 
did not consist of the annual rent in 
each year but rather of the then 
present value of the right to receive 
the rent income over the life of the 
lease (Arthur T. Galt; C. A.-7; 
6/23/54). 

A transfer of property to a family 
corporation by some of the stock- 
holders to the advantage of all of the 
stockholders constituted a gift subject 
to gift tax. Furthermore, each donor 
was entitled to but one annual exclu- 
sion despite the fact that there were 
11 non-contributing stockholders who 
benefited from the contribution 
(Stephen F. Heringer; 21 T. C., No. 
65; 1/26/54). This seems a question- 
able decision, if not in law, then cer- 
tainly in equity. If the gifts had been 
made first to the non-contributing 
stockholders and then to the corpora- 
tion, would there be a question of 
multiple exclusions ? 

In a rat’ er perplexing decision, the 
court ruled that where a taxpayer, un- 
conditionally and in good faith, sur- 
renders part of his stock in a 
corporation in order to improve its 
financial condition, he incurs an ordi- 
nary loss equal to the basis of the 
surrendered stock less the increase in 
value of the retained stock (Payne 
Housing Corp.; Memo T. C. 1954-85 ; 
6/30/54). The writer raises the fol- 
lowing questions in connection with 
this decision : 

a. Does the increase in value of the 
retained stock become an addition to its 
basis? If not, taxpayer will never recover 
his full cost basis of his original holdings. 

b. Where is the completed transaction 
giving rise to a loss in this situation? Is 
is not true that there can be no true de- 
termination of economjc loss until the 


liquidation of the corporation or .disposi- 
tion of the stock? 


c. What about the increase in value of 
the remaining stockholders’ stock? Is this 
a gift or taxable income to them? 

d. Would this decision be affected if 
the remaining stockholders were related? 

e. How does a surrender of stock truly 


improve a corporation’s financial condi- 
tion? 
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Where a stockholder cancels a debt 
owed to him by a corporation of which 
he was a 50% stockholder at a credi- 
tor’s insistence, the court ruled that 
there was no bad debt but rather a 
capital contribution (Estate of Harry 
M. Liggett; C. A.-10; 11/1/54). The 
writer is content with this decision but 
raises the following questions. 

1. Is there a taxable gift to his wife, 


the other 50% stockholder? (See Stephen 
F. Heringer, supra.) 


2. If the other 50% stockholder were 
not a related party would a loss arise 
from this transaction? (See Payne Hous- 
ing Corp., supra.) 


Notwithstanding J. T. 4027 (1950-2 
C. B. 9), it was ruled that the con- 
tinuation of a deceased employee’s 
salary for a limited period of time 
after his death to his wife constituted 
a non-taxable gift to her (Ruth Hahn; 
Memo T. C., No. 44,682; 3/31/54). 
The court was not dissuaded from this 
finding of fact as to the donor’s intent 
by the fact that the payments were 
deducted on the latter’s return. It is 
not clear whether the same court would 
disallow the payment as a non-deduc- 
tible gift or allow it as a deduction 
under Reg. 39.23(a)-9; (1939 Code) 
despite the existence of a donative 
intent. 

When a donor notifies his bank or 
broker to transfer stock as a gift, the 
date of the gift for gift tax purposes 
is the date on which the stock is trans- 
ferred on the books of the corporation 
and not the earlier instruction. date 
(Rev. Rul. 54-135; 4/12/54). 

Where ‘husband and wife have con- 
sented to treat gifts made to third par- 
ties as having been made one-half by 
each of them, the spouse of the donor 
need not file a return where each gift 
to any one donee does not exceed 
$6,000. The consent of both husband 
and wife is noted on the donor’s re- 
turn (Rev. Rul. 54-252; 7/6/54). 

A gift of stock was made to a 
charitable foundation at a time when 
liquidation of the corporation was 
contemplated but not actually initiated 
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or executed. Donor was not taxed on 
the eventual gain; deduction was at 
full market value (Charles J. Winton; 
District Court; Minnesota, 4th Divi- 
sion; 6/8/54). 

Where a charitable foundation uses 
a substantial portion of its income to 
retire indebtedness incurred in the 
acquisition of income-producing prop- 
erty, it may be deemed to be im- 
properly accumulating income which 
could result in a loss of its tax-exempt 
status (Rev. Rul. 54-420; 9/27/54). 

A charitable contribution paid by 
check is deductible in the year in which 
the check is delivered provided it is 
honored when submitted for payment 
and there are no restrictions thereon 
when delivered to the donee (Kev. 
Rul. 54-465; 10/25/54). 

A dectsion which received consider- 
able attention and speculation as to 
possible wider application was the 
Lester A. Nordan case (22 T. C., No. 
137; 8/31/54). Taxpayer conveyed 
to a church all of his interest in the 
oil, gas and minerals in place of cer- 
tain properties. The conveyance stipu- 
lated that when the church had re- 
ceived $115,000 from the property. it 
would revert to the donor. This was 
held to constitute a gift to be deducted 
under Section 23(0) (1939 Code) at 
its fair market value when assigned. 
It was not an assignment of future in- 
come despite the reversionary feature. 
The writer has not resolved in his 
own mind all of the problems growing 
out of the attempted widening of the 
application of this decision but cer- 
tainly advises extreme caution in this 
endeavor. 


Employee Stock Options 


T. D. 5507 and I. T. 3795, both 
issued in 1946, state quite broadly the 
view of the Commissioner that em- 
ployee stock options are compensatory 
in nature and that the resultant income 
is measured by the difference between 
the market value and option price of 
the stock at date of exercise. This 
ruling was applicable to options issued 
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after February 26, 1945. This harsh 
approach has been as harshly applied, 
but in 1954 the Commissioner met with 
several set-backs in this field. 

Where warrants to purchase stock 
were sold to an employee, said em- 
ployee was permitted to include in in- 
come in the year of purchase the dif- 
ference between the cost and market 
value of the warrants. The warrants 
were assignable and were not depend- 
ent on continued employment. The 
Smith case (324 U. S. 177; 1945), 
upon which the aforementioned rul- 
ings were based, distinguished those 
cases where the option and not the re- 
sults of exercise was the intended com- 
pensation (Estate of Lauson Stone; 
C. A.-3; 2/3/54). 


In another case, options to buy stock - 


over a two-year period was given to an 
employee at.a price which was below 
market at issuance date. The market at 
date of exercise was even higher. The 
options were assignable and not de- 
pendent upon employment. The court 
ruled that there was no doubt that 
the granting of the options was in- 
tended as compensation and not merely 
to create a proprietory interest. How- 
ever, they rejected the Commissioner's 
view by limiting the income to the year 
of issuance and to the difference in 
prices at that date. The option and 
not its future income was the intended 
compensation (Harley v. McNamara; 
C. A.-7; 2/23/54). 

Finally the government’s regulations 
were squarely over-ruled in two cases 
which held that post-1945 options need 
not necessarily be compensatory in 
nature; could be issued to create pro- 
prietory interests; if so, there was no 
income either when issued or when ex- 
ercised (Philip J. Lo Bue; 22 T. C., 
No. 58; 5/28/54; acq. Robert A. 
Bowen; Memo T. C. 1954-101; 
7/22/54). 


Business Purpose 


The Treasury Department continues 
its relentless efforts to probe tax 
transactions not only with the search- 
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light of the law but with the extra- 
legal glare of the “business purpose” 
test. 

A corporation, owning 76% of the 
stock of another corporation, pur- 
chased the remaining 24% at a time 
when the latter entity was hopelessly 
insolvent. The subsidiary was there- 
upon liquidated and the parent claimed 
an ordinary loss under Section 23(g) 
(1939 Code). The Commissioner held 
that the requisite degree of affiliation 
required by that section (95%) was 
not attained ignoring, in arriving at 
his conclusion, the 24% acquisition. 
This he could do, he argued, because 
the latter acquisition was without busi- 
ness purpose. The Tax Court unani- 
mously upholds this view, maintaining 
that the strict letter of the law must 
yield to its spirit and purpose. The 
court went on to further state that any 
statute which deals with business 
transaction contemplates transactions 
with true business purposes only 
(Hunter Manufacturing Corp.; 21 T. 
C. 424; 12/31/53). 

This case might be compared with 
Day & Zimmerman (C. A.-3; 1945) 
where a corporation was permitted to 
liquidate outside of the provisions of 
Section 112(b) (6) (1939 Code) after 
having first deliberately sold sufficient 
stock so as to reduce its holdings be- 
low the 80% requirement. 

Interest on debentures previously 
issued as a dividend by one corpora- 
tion to its parent was held non-deduc- 
tible because the original dividend 
lacked true business purpose; hence, 
no true debt was intended or created 
(Kraft Foods Co.; 21 T. C. 513; 
1/25/54). Although the facts in this 
case are extreme and of little general 
application, the danger still exists that 
the Commissioner may have usurped 
the right to question business purpose 
even where the law is silent on this 
point. Neither Sections 23(g) or 115 
(1939 Code) mention purpose. 


Business Split-ups 
A partnership was formed by the 
stockholders of a corporation to carry 
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on a phase of the business previously 
conducted by said corporation. The 
separate entities were recognized by 
the court and Section 45 (1939 Code) 
was deemed inapplicable (Polak’s 
Frutal Works; 21 T. C., No. 109; 
3/19/54. Jacksonville Paper Co. et al.; 
Memo T. C. 1954-116; 7/30/54). 


When Deductible and Taxable 


Interest on an insurance loan is not 
deductible by a cash basis taxpayer if 
added to the amount of the loan. What 
happens if the taxpayer dies before 
paying said interest and the insurance 
proceeds are paid to a beneficiary net 
of the loan and accrued interest? The 
court rules that there is an interest de- 
duction but fails to determine whether 
it belongs to the decedent in his final 
return or to the beneficiary when the 
proceeds are received. In the instant 
case it was of no significance because 
the beneficiary was the surviving 
spouse and a joint return was filed. 
It is the writer’s opinion that there 
is payment of the interest only when 
the insurance proceeds are reduced; 
the insurance comes into being only 
after death. Hence, the deduction 
should belong to the beneficiary 
(Estate of Pat E. Hooks; 22 T. C., 
No. 63; 6/8/54). 

Where a sales agreement mutuaily 
arrived at provides for payment in a 
subsequent tax year, the gain is de- 
ferred and there is no constructive 
receipt merely because the seller might 
have collected the funds in the earlier 
year if he had asked for it (J. B. 
Banek; District Court; South Dakota; 
1953; remanded in 1954 on _ proce- 
dure). But where an ex-employee 
directs his employer to send him his 
bonus check at a later date in order 
to defer tax, there is constructive re- 
ceipt. It would seem to the writer that 
if the termination agreement in the 
latter case had specifically recited the 
deferred date so that taxpayer could 
not have claimed it earlier, the deci- 
sion might have been altered (Joseph 
Frank; 22 T. C., No. 113; 7/16/54). 

A book entry reversing an old lia- 
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bility which had never been paid was 
deemed to have created taxable in- 
come. While equitable in its results, 
this decision seems questionable. It 
would seem that the income should 
have been taxed only in the year when 
the liability was actually eliminated 
and not when the entry was made 
therefor (Lime Cola Co, 22 T. C., No. 
77 ; 6/17/54). 

The uninsured portion of a casualty 
loss is deductible when incurred and 
not when the award or claim is re- 
ceived. Where there is doubt as to 
coverage or the extent thereof, the de- 
duction may be deferred (Harry 
Brown; 23 T. C., No. 20; 10/29/54). 

An accrual basis taxpayer making 
regular credit sales with occasional in- 
stallment sales, may elect to switch to 
the installmeit method of reporting in- 
come on the latter transactions without 
permission and without having to re- 
port the profit on collections of his 
credit sales. The duplication of profit 
penalty usually accompanying such a 
change will affect only past installment 
sales upon which collections are made 
in the year of change or thereafter 


(Rev. Rul. 54-111; 4/5/54). 


Corporate Exchanges, 
Distributions, etc. 


Transfer of property to a corpora- 
tion in exchange for stock and notes 
is deemed a tax-free exchange, since 
the notes qualified as securities. They 
called for interest at 4% per annum 
and were payable in five equal annual 
payments beginning 5 years hence. The 
notes were subordinated to bank loans. 
In fact, the notes were redeemed with- 
in two years of issuance. However, 
the court ruled that the nature of the 
obligation as at date of issuance was 
the vital point and not what occurred 
two years later (Camp Wolters Enter- 
prises, Inc.; 22 T. C, No. 94; 
6/30/54; Acq.). 

Taxpayer corporation acquired as- 
sets from two predecessor corpora- 
tions in a tax-free insolvency reorgani- 
zation. Both predecessors used the re- 
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tirement method of accounting for 
fixed assets ; taxpayer used the straight- 
line method of depreciation. Taxpayer 
was obliged to carry over its predeces- 
sors’ bases in amount but not necessar- 
ily their method of depreciation (The 
Akron Canton & Youngstown R. K.; 
22 T.C., No. 85; 6/25/54; under 
appeal ). 

A new corporation formed by 80% 
of the stockholders of the old corpora- 
tion, acquires the latter's operating 
assets by purchase. The old corpora- 
tion then liquidates distributing all of 
its assets to the stockholders. The court 
sustains the Commissioner in ruling 
that these steps are part of a plan ot 
reorganization and hence the gain was 
taxable as a dividend distribution 
under Section 112(c) (2) (1939 Code). 
Conceivably if the corporation had 
liquidated ; if the stockholders had con- 
tinued the business for a reasonable 
period of time; if then they had incor- 
porated, there might have been no 
question raised as to the capital-gain 
nature of the liquidating profit (Wil- 
liam M. Liddon; 22 T. C., No. 150; 
9/21/54). 

The same ruling in effect, as noted 
in the Liddon decision was promul- 
gated in the case of Pebble Springs 
Distilling Co. (23 T. C., No. 29° 
10/29/54). Here taxpayer corporation 
first made a liquidating distribution to 
its stockholders of its inventory. The 
remaining assets weie acquired by bid 
at an auction by a new corporation, 
more than 80% of whose stock was 
owned by some of taxpayer’s stock- 
holders. The loss to the taxpayer cor- 
poration on the auction sale was dis- 
allowed on the grounds that it arose 
in a tax-free reorganization. It was 
not necessary for 80% of taxpayer’s 
shareholders to own stock in the trans- 
feree; only that 80% of the latter’s 
stock be owned by some of taxpayer's 
stockholders. That there was an ab- 
sence of tax-savings motivation was of 
no effect. Finally, a change in the 
nature of the business from old to new 
corporation will not break the chain 
in creating a tax-free reorganization. 
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A Section 112(b)(7) liquidation 
(1939 Code) will not be defeated in 
its tax consequences because the cor- 
porate charter is retained and there is 
no legal dissolution (Rev. Rul. 54-518; 
11/15/54). The ruling goes on to de- 
fine as a de facto dissolution the act 
of ceasing operations and distributing 
assets. Will this approach be invoked 
in instances where taxpayers have pur- 
chased shell loss corporations? Will 
the Commissioner claim that there has 
been a dissolution and hence there is 
no loss available for carry-forward 
purposes ? 


Income 


Employer contributions toward group 
term life insurance are not includible in 
the employee’s taxable income merely 
because the insurance may be con- 
verted into permanent life insurance 
under certain circumstances (Rev. Rul. 
54-165; 5/17/54). 

An individual receiving attorney’s 
fees and trustee’s commissions from 
the same trust may treat them sepa- 
rately for purposes of Section 107 
(1939 Code) which deals with com- 
pensation earned over a period of 36 
months or more (Leon R. Jillson; 22 
T. C., No. 132; 8/25/54). 

Where an employer is reimbursed 
for his moving expense incurred in 
connection with a change of job loca- 
tion at the request of his employer, he 
must include said reimbursement in 
gross income and may deduct there- 
from the moving expense’ actually in- 
curred. The latter represents a deduc- 
tion in arriving ‘at adjusted gross in- 
come. To the extent the moving ex- 
pense exceeds the reimbursement or if 
it is not reimbursed at all, there 
is no deduction (Rev. Rul. 54-429; 
10/4/54). 

Where a non-interest bearing cor- 
porate note was issued at a discount 
which reflected the interest factor, any 
gain on the sale of the note was tax- 
able, not as gain on the sale of a capital 
asset, but as interest income. The 
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court likened this situation to a sale of 
bonds between interest dates. It is in- 
teresting to note that the court did not 
repudiate the long-established Caulkins 
decision (144 I. 2d 482; C. A.-6; 
1944), but pointed out that the latter 
case dealt with a redemption and with 
a security issued in registered form. 
It would appear that the courts might 
have ruled differently in the instant 
case if the very same obligation had 
been issued with coupons attached or 
in registered form and had been re- 
deemed by the corporate obliger rather 
than sold. In the latter instance, Sec. 
117(f£) (1939 Code) might be deemed 
applicable and the income taxed as a 
capital gain. This issue and case have 
been rendered obsolete by Sec. 1232 of 
the 1954 Code but may be of vital sig- 
nificance to practitioners for past open 
years (F. Rodney Paine; 23 T. C., 
No. 48; 11/30/54). 


Deductions 


Expenditures, which might other- 
wise qualify as deductible repairs, are 
not deductible when part of a general 
plan of improving or altering a newly 


acquired property (C. Franklin 
Hubble; District Court, Michigan; 
3/17/54). 


The installation of an elevator or 
incinerator in a home because of 
health considerations or even at a 
doctor’s insistence will not qualify as 
part of the medical expense deduction 
(Estate of C. L. Hayne; 22 T. C., No. 
17; 4/26/54. Edna G. Hollander, 22 
T. C.,, No. 84; 6/25/54. Jerome N. 
Benesch, Memo T. C. 1954-217; 
12/10/54). 

Organization expenses were deduc- 
tible under the 1939 Code in the final 
year of a corporation. This is still 
true under the 1954 Code to the extent 
that the new 5-year write-off is not 
elected. Such expense is not deduc- 
tible, however, where the corporation 
is liquidated and dissolved into an- 
other corporation as part of a Section 
112(b)(6) (1939 Code) tax-free 
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liquidation (Bryant Heater Co.; Memo 
T. C. 1954-201; 11/26/54). 

The amounts expended by an ac- 
countant for his own supper money 
when working overtime and presum- 
ably for his own lunch when enter- 
taining others are not deductible since 
they represent personal expenses. If 
he could prove that the amounts so ex- 
pended were in excess of what he 
would normally have paid for and by 
himself, then such excess could be 
deducted (Charles O. Gunther, Jr.; 
Memo T. C. 1954-181; 10/21/54). 

Installing a sprinkler system in a 
60-year old apartment building, solely 
in compliance with a fire violation 
order of the authorities, nevertheless, 
represented a capital expenditure and 
not a fully deductible expense. It did 
not matter that the life of the building 
was not prolonged or that its value 
was not enhanced. The installation 
represented an improvement having a 
useful life of more than one year. In 
the alternative, taxpayer claimed the 
excess cost of installation because of 
the building’s age and condition as a 
deduction. This too was denied (Hotel 
Sulgrave, Inc.; 21 T. C., No. 68; 
1/29/54). 

Taxpayer printed and distributed 
new catalogues on the average of every 
5 years. A new catalogue was begun 
in 1944; payments on account were 
made in 1945 and 1946 and deducted 
in each of said years; the first ship- 
ment of catalogues was received early 
in 1946. The Tax Court had ruled 
that the payments were not expenses 
but represented capital expenditures 
having a useful life in excess of one 
year, hence, had to be amortized. The 
Circuit Court reverses and states: 

(1) Advertising generally gives rise 
to a benefit extending beyond the 
current year but, nevertheless is con- 
sidered an ordinary and _ necessary 
business expense when paid or ac- 
crued. (2) An expense cannot be 
capitalized unless its benefit extending 
beyond the current year can be shown 
with reasonable certainty (£. H. 
Sheldon & Co.; C. A.-6; 7/27/54). 
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In two seemingly harsh decisions, 
it was held that the expenses of seek- 
ing employment are not deductible 
(Raymond L. Collier; Memo T. C. 
1954-147 ; 9/3/54. Leon Chooluck, et 
al.; Memo T. C, 1954-150, 9/13/54). 
Somewhat akin to these cases is the 
finding that expenses incurred by a 
business in exploring and developing 
additional but related business lines 
are capital expenditures and may not 
be amortized if a fixed remaining life 
cannot be established with reasonable 
accuracy. This conclusion may come 
as a rude shock to many practitioners 
(Mid-State Products Co.; 21 T. C, 
No. 78; 2/15/54). 

The Commissioner continues, with 
varying success, his determined efforts 
to deny a business bad debt status to 
such losses incurred by individuals. 
An advertising agent lent money to a 
client in which he was a minority 
stockholder and from whom he ob- 
tained many leads for additional busi- 
ness. The court sustained taxpayer’s 
contention that he had suffered a busi- 
ness and not a non-business bad debt. 
The draw-back in this case was the 
apparent reliance placed by the court 
on the fact that taxpayer was only a 
minority stockholder and not an officer. 
These should not be significant factors 
in the light of the other business re- 
lationship (Stuart Bart; 21 T. C., No. 
102; 3/10/54). On the other hand, an 
attorney lending money to clients was 
denied a business bad debt because he 
was not in the business of lending 
money. That the loans may have been 
instrumental in securing legal fees 
which was his business, was deemed 
insufficient to alter the decision (Max 
Putnam; Memo T. C._ 1954-37; 
5/12/54). 

This 1954 affirmation of an earlier 
decision is worth repeating because of 
its intriguing implications. <A_ re- 
mainderman who purchases an inter- 
vening life estate may amortize the 
cost over the expected life of the in- 
come beneficiary or the remaining 
duration of the life estate (Laird Bell; 
C. A.-7; 4/27/54). 
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Where a_ stockholder incurs ex- 
penses on behalf of his corporation he 
may not deduct them even though they 
would be properly deductible by the 
corporation if it had reimbursed him 
(J. D. O’Connor; Memo T. C. 1954- 
90; 6/30/54). Interesting questions 
arise from this case: 

a) Do the expenditures constitute a 
capital contribution ? 

b) Are they deductible by the corpora- 
tion regardless of reimbursement and off- 
set by an addition to capital? 

c) Do they represent an addition to the 
cost basis of the stockholder’s stock 
interest ? 

d) Does the stockholder lose the entire 
tax benefit of this payment even though 
motivated by business considerations. 

e) Is there a gift to the other stock- 
holders ? 


Miscellaneous Matters 


To eliminate any doubts on the 
matter, it was specifically ruled that 
the basis of property received upon a 
Section 112(b)(7) (1939 Code) liqui- 
dation of a corporation will be deter- 
mined by adding to the cost of the 
stock. the liabilities assumed, secured 
or unsecured (Albert Winnick; 21 
T. C. 1029; 3/31/54; Acq.). 

Taxpayer took arbitrary markdowns 
on his merchandise inventory to re- 
flect obsolete, damaged, shop-worn and 
inferior merchandise. The court ruled 
that the law does not specifically allow 
for such considerations in valuing an 
inventory and the regulations provide 
only one method for obtaining that 
type of benefit, namely, by valuing the 
goods at bona fide selling price less 
expenses of sale provided the merchan- 
dise cannot be sold at normal prices 
or used in a normal way. If taxpayer 
could prove that his markdowns were 
not arbitrary but represented reason- 
able efforts to comply with the afore- 
said regulations, he might conceivably 
prevail in this situation (John L. Ashe, 
Inc.; C. A.-5; 6/28/54). 

The Commissioner was permitted to 
consider a decline in production in de- 
termining the reasonableness of offi- 
cers’ salaries. This seems an exces- 
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sively harsh approach unless it can be 
established that the decline was due to 
a deliberate curtailment of operations 
rather than business conditions (Pau- 
luhn Electric Mfg. Co., Inc.; C. A.-2; 
1/22/54). 

Where life insurance proceeds are 
payable to named beneficiaries there is 
no transferee liability attributable 
thereto for unpaid income taxes of the 
decedent except to the extent of the 
cash surrender value at date of death 
(Lynne Marx Gilmore; District Court, 
Vlorida, Miami Division; 1/19/54. 
Margaret A. Tyson; C. A.-6; 4/28/54. 
Ruth Halle Rowen; C. A.-2; 
9/19/54). In the last decision, the 
taxpayer was hopelessly insolvent and 
in debt to the Treasury Department 
at date of death. Nevertheless, it was 
held that the transferee provisions 
applied only to property belonging to 
the debtor in his lifetime and that life 
insurance proceeds in excess of the 
cash surrender value could not so 
qualify. 

Where property is sold and then re- 
purchased at the same price because 
purchaser was dissatisfied, the gain on 
the original sale will, nevertheless, be 
recognized and taxed. This seemingly 
harsh rule would not apply if the 
original sale is conditional and subject 
to a reservation of title (Mose C. 
Branum; C. A.-5; 3/19/54). 

The formula for calculating good- 
will in 4. R. M. 34 (2 C. B. 31) and 
the discount rate set forth in the Regu- 
lations for valuation of a life estate or 
remainder interest are both not bind- 
ing but may be refuted by clear evi- 
dence (Estate of Robert R. Gannon, 
21 T. C. 10.73, 3/31/54, Acq. Estate 
of Irma E.. Green, 22 T. C., No. 93, 
6/30/54). 

The basis for property transmitted at 
death is fair market value at that date 
(or optional valuation date). The estate 
tax value is only presumptive of that 
value and may be rebutted by proper 
evidence unless taxpayer is estopped 
by his previous actions or statements 


(Rev. Rul, 54-97; 3/15/54). 
117 





Professional Comment and 
Correspondence 














Question in Federal Tax Returns about Payment for Assistance 


The tax forms contain a new ques- 
tion this year reading: “Did you pay 
anyone for assistance in the prepara- 
tion of your return?” Doubts have 
arisen about the interpretation of this 
question. I have informally discussed 
some of these doubts with the Internal 
Revenue Service. The following may 
be helpful in guidance of our mem- 
bership. 


(1) The word “pay” is intended 
really in the sense of hire or retain. 
In the ordinary case, payment for 
preparation of the 1954 return will 
not take place until 1955. Neverthe- 
less, it is intended that the answer 
should be “yes” on the 1954 return 
rather than on the 1955 return (unless 
of course the same situation obtains 
in respect to the 1955 return). 


(2) Where an accountant is re- 
tained and paid by a partnership and 
as part of his engagement prepares 
the returns not only for the partner- 
ship but also for the partners, the 
answer “yes” belongs on the partner- 
ship return and “no” on the partners’ 
returns. 


(3) Where the accountant does not 
prepare the return but is paid for ad- 
vice in connection with the return, 
the situation depends on a practical 
evaluation of the closeness that the 
accountant has to the return. If the 


items involved are such that the ac- 
countant, while not physically pre- 
paring the return, has really guided 
the preparation, the answer should be 
“yes”. If the advice is incidental or 
is not in any substantial sense con- 
nected with the preparation of the 
return, the answer then should be 
“no”. This is left for resolution by 
the accountant in the sincere exercise 
of his professional judgment. 


(4) Situations will arise where the 
answer will be “no” and yet the ac- 
countant must sign the preparer’s ver- 
ification, and vice-versa. For example, 
an accountant who prepares a return 
(as in the case illustrated in item (3)). 
illustrated in item (2)) must sign the 
verification even though he has not 
been paid for the preparation. Con- 
versely, an accountant may have been 
paid for advice but have nothing to 
do with the preparation of the return 
(as in the case illustrated in item (4)). 


(5) Returns prepared by an ac- 
counting firm can be signed by the 
firm in one of two ways: (1) the 
written signature of the firm; or (2) 
a typed or stamped imprint of the 
firm name followed by the written 
signature of the individual who pre- 
pared the return. 


J. S. SeEmMANn 
President 
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(as in the case illustrated in item (3) ). 
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firm in one of two ways: (1) the 
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Professional Comment and Correspondence 


CORRESPONDENCE 


Committee on Professional Conduct 


January 14, 1955 


S. Seidman, President 
’ > 


Mr. J. 
The New York State Society of 
Certified Public Accountants, 

677 Fifth Avenue, 
New York 22, New York. 


Pear Mr. Seidman: 

This is in reply to your letter of 
December 22, 1954, in which you 
asked that the Committee on Profes- 
sional Conduct issue a pronouncement 
on the propriety of practitioners avail- 
ing themselves of the services of out- 
side organizations for the reproduction 
of clients’ tax returns. 

On December 28, 1954, I addressed 
a letter to all members of the Com- 
mittee asking them to inform me 
whether or not they felt that the use 
of such outside facilities without the 
consent of the client might be con- 
strued to be a violation of Rule 8 of 
the Scciety’s Rules of Professional 
Conduct. 

To date, ten of the fifteen members 
have expressed themselves. Four of 
these members feel that prior consent 
of the client is essential in order to 
comply with the present language of 
Rule 8. Three members are of the 
opinion that the client’s consent would 


not be necessary, provided, of course, 
that the outside agency is a reputable 
and responsible organization. Two 
members believe that the client’s con- 
sent would not be required if the work 
were completely performed in the 
presence and under the supervision of 
a representative of the certified public 
accountant. One member stated that, 
while he favors obtaining the client’s 
permission, he feels that if the practi- 
tioner exercises extreme care in se- 
lecting the reproducing agency and 
recognizes the risk involved, the prac- 
tice would be permissible. This mem- 
ber offered as an alternative the sug- 
gestion that the return to be repro- 
duced omit the name and any other 
identification of the client, which in- 
formation could be added to the re- 
produced return by the practitioner 
after it was returned by the outside 
agency. 

My personal feeling in this matter 
is that the certified public accountant 
who uses an outside agency to repro- 
duce clients’ tax returns without notice 
to the client is taking a calculated risk 
and places himself in a vulnerable 
position. 

Sincerely yours, 
/s/ Epwarp F. McCormack 
Edward F. McCormack, Chairman, 


Committee on Professional Conduct 


LA(Jn- 





119 














New York State Tax Forum 








Conducted by BENJAMIN Harrow, C.P.A. 


Foreign Corporation Ceasing to do 

Business in New York 

If a foreign corporation is doing 
business in New York it is subject to 
the franchise tax even though it has 
not obtained a certificate of authority 
from the Secretary of Siate to do busi- 
ness in New York. Assuming that it 
has obtained such authority, how may 
it surrender such authority ? 

Section 216 of the General Corpora- 
tion Law provides a formal proceeding 
for the surrender of a certificate of 
authority to do business in New York. 
The corporation files a certificate of 
surrender and returns for cancellation 
its certificate of authority to do busi- 
ness in New York. The filing of this 
certificate does not affect any action 
pending at the time nor does it affect 
any right of action upon any contract 
made by the corporation in the State 
before filing the certificate of sur- 
render of authority. In any action 
upon any liability or obligation °in- 
curred within the state before filing 
such certificate, service of process may 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928, and a member of the Ameri- 
can Institute of Accountants since 
1922. He is a member of the New 
York Bar and Professor of Law at 
St. John’s University. 

Mr. Harrow is a past Vice-Presi- 
dent of the Society. He is now 
serving as Chairman of the Com- 
mittee on Publications and is a past 
Chairman of the Committee on 
State Taxation. He is also a mem- 
ber of the Institute’s Committee on 
lederal Taxation. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 
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be made upon the Secretary of State. 

So far as the State Tax Commis- 
sion is concerned, the State may still 
have jurisdiction to tax the corpora- 


tion if it continues to do business in 


New York. If the corporation ceases 
to do business in New York, and dis- 
poses of all its assets in New York, 
it may apply to the Commission to 
have its name eliminated from the list 
of corporations subject to tax. The 


Tax Commission provides Form 15 TC 


for this purpose. There is no statu- 
tory requirement for this application 
but it is a practical convenience. 

If the foreign corporation happens 
to be a real estate company and trans- 
fers its property to another real estate 
company controlled by the same in- 
terests, it will be subject to the addi- 
tional tax of 2% on the entire amount 
of its actual net worth in excess of its 
paid-in capital at the time it ceases its 
activities in New York. The tax is 
imposed just as though the entire 
earned surplus had been distributed 
as a dividend. Such surplus includes 
that resulting from the appreciated 
value of the assets transferred. 

Form 15 TC is a sworn statement 
that the entire assets were disposed 
of. It also asks for the method of dis- 
position and a statement with respect 
to the final determination of its income 
for all years by the Treasury Depart- 
ment. Even if the Commission did not 
provide this form it would be within 
its rights to obtain the information. A 
foreign corporation cannot hope to 
escape the additional 2% tax by dis- 
posing of its assets and surrendering 
its authority to do business in New 
York. Under Section 216, the Tax 
Commission could bring an_ action 
against the corporation for the collec- 
tion of the tax as a liability incurred 
before the corporation ceased doing 
business in New York. 
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New York State Tax Forum 


Allocation for Non-Residents - 


New York taxes a non-resident on 
income derived from sources within 
the state. If the non-resident receives 
compensation for services performed 
within and without the state, only the 
portion attributable to services within 
the state is taxable. Article 452 of the 
Income Tax Regulations provides that 
the taxable portion of compensation is 
determined on the basis of the ratio 
of “the total number of working days 
employed within the state” to “the 
total number of working days em- 
ployed both within and without the 
state.” That means that Sundays, 
Saturdays if they are not working 
days, holidays, vacations and leave for 
illness are not included. 

The 1954 tax return (Form 203) 
for the first time provides a schedule 
(Schedule 3) giving the details of 
allocation of income. The schedule 
starts with the total days in the year. 
From this is deducted the total non- 
working days which consist of five 
items, Sundays, Saturdays, holidays, 
illness, vacation or leave with pay. The 
difference is the total days worked in 
the year. A deduction is then taken 
for days worked outside New York 
State. The taxpayer is requested to 
attach a statement explaining the 
nature of the services performed out- 
side the state and the location where 
such services were rendered. The 
difference is the days worked in New 
York State. The ratio of the days 
worked in New York State to the total 
days worked in the year is then applied 
to the total salary. 

It should be noted that the place 
where a non-resident garns his salary 
governs its taxability. If a non-resi- 
dent employee renders services in New 
York to a corporation whose office is 
located in New York, his entire salary 
is subject to tax. It is immaterial that 
the corporate activities are from 
sources outside the state. 

The new 1954 return provides an- 
other schedule (Schedule 4) which 
reads as follows: If other basis is 


BOS 5 


used in apportioning income or if 
compensation depends entirely on the 
volume of business transacted, explain 
method of apportionment. A non- 
resident salesman may apportion his 
income on the basis of the ratio of the 
volume of business transacted within 
the state to the total volume of busi- 
ness transacted within and without the 
state. Deductions would be similarly 
apportioned. 


Income Not Deemed to be from 
Sources Within the State 


For purposes of taxation intangible 
personal property has a situs at the 
domicile of the owner. Therefore in- 
come arising from annuities, interest 
on bank deposits, interest on bonds or 
notes, or dividends from corporations 
is not deemed to be from sources 
within the state. That is so even though 
the bonds or stocks are those of a 
New York corporation, and even 
though such bonds or stocks are physi- 
cally located in New York. A pension 
of any kind is considered an annuity 
and is exempt from tax when received 
by a non-resident. 

It should be noted that it is possible 
for intangible personal property to be 
so localized in New York as to have 
a business situs in New York. That 
would be so if the property is part 
of the assets of a business carried on 
within the state. In that event the in- 
come would be taxable to the non- 
resident. 


A non-resident is taxed on income 
from property owned in New York 
and on income from a business carried 
on within the state. But the purchase 
and sale of property for his own ac- 
count is not thereby the carrying on of 
a business. A non-resident trader in ° 
securities thus is not doing business 
in New York solely because of his 
trading activities. A “specialist” in 
securities is engaged in business with 
respect to all purchases and sales of 
securities in which he acts as a 
specialist. 
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New York State Tax Forum 


Estate Tax—Marital Deduction 


A decedent who died in October, 
1949, placed his residuary estate in 
trust. The income was to be paid to 
his wife for life, and upon her death 
two-thirds of the corpus was to be 
paid under a power of appointment in 
the wife and one-third to certain 
named beneficiaries. 

The estate claimed that the bequest 
in trust qualified for the marital de- 
duction under Section 812 (e) (1) (F) 
of the 1939 Code (State law, Section 
249-s. 4(f)). The marital deduction 
is allowed where a surviving spouse 
is entitled for life to all the income 
from the corpus, with power in such 
spouse alone and in all events “to ap- 
point the entire corpus” free of the 
trust. In a case before the Tax Court? 
the petitioners contended that the 
words, “entire corpus”, should be con- 
strued to mean only the specific por- 
tion of the corpus subject to the exer- 
cise of the power, in this case two- 
thirds. 

The court held that the marital de- 
duction was not allowable. The plain 
language of the statute left no room 
for the construction urged by the peti- 
tioners. The court pointed out that 
Section 2056 of the 1954 Code now 
provides for the allowance of the 
marital deduction where a spouse is 
entitled to all the income for life from 
the entire interest or a specific portion 
thereof, and has the power to appoint 
the entire interest or a specific por- 
tion. The petitioners argued that the 
Ways and Means Committee report 
on HR 5300 amounted to a construc- 
tion of Section 812 (e)(1)(F) of the 
prior law, but the court did not agree. 

The petitioners also argued that the 
will should be construed as creating 
’ two separate trusts, but the court held 
that under the terms of the will the 
testator indicated no intention to create 
more than one trust. 

The decision would be the same 
under state law, although it is likely 


that the state will change the rule to 
conform with the new 1954 Code. 


Estate Tax—Life Insurance 


One of the major changes in the 
estate tax provisions of the Internal 
Revenue Code of 1954 relates to the 
proceeds of life insurance. Under the 
1939 Code, as well as the estate tax 
provisions of New York State, insur- 
ance proceeds were normally part of 
the gross estate and so subject to the 
estate tax. Under the new Code the 
tax on insurance proceeds can be 
avoided. If all rights in the policy 
are transferred during the life of the 
insured, the proceeds will not be sub- 
ject to the estate tax, even though the 
insured himself took out the policy and 
even though the insured continued to 
pay the premiums. It should be noted 
that the proceeds could be subject to 
the estate tax if there is more than a 
5% possibility (actuarially figured) 
that the policy could revert to the in- 
sured or his estate. 

Insurance companies are of course 
emphasizing this important tax advan- 
tage and it has been intimated that the 
Treasury Department may want to 
amend this provision in a_ technical 
changes Act of 1955. New York will 
probably introduce a similar change in 
the next Legislature. 


Income Tax—Life Insurance 


Under the prior Code an exchange 
of one policy for another was a tax- 
able transaction and the gain was 
measured by the excess of the value 
of the new policy over the aggregate 
premiums paid for the old policy. 
Under the 1954 Code, an exchange of 
one life insurance policy for another 
life insurance contract, or for an en- 
dowment policy or for an annuity con- 
tract is not taxable. Also an endow- 
ment policy may be exchanged for 
another endowment policy, without 
tax, if regular payments on the latter 

(Continued on page 127) 


1 Estate of Lous Hoffenberg v. Commissioner, 22 T..C., No. 146 (September 17, 1954). 
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Conducted by Louis H. Rappaport, C.P.A. 


Statements of Unconsolidated Subsidiaries 


All of the SEC registration and re- 
port forms contain instructions as to 
financial statements required to be in- 
cluded in registrations and reports filed 
with the Commission. In Form S-l, 
for example, the instructions recite the 
financial statements which must be fur- 
nished for (1) the registrant, (2) the 
registrant and its consolidated subsidi- 
aries, (3) unconsolidated subsidiaries, 
and (4) companies which are owned 
50 per cent by the registrant and 50 
per cent by another single interest. 
This article will deal with the require- 
ments relating to the filing of state- 
ments in respect of unconsolidated 
subsidiaries. Similar requirements ap- 
ply also to 50 per cent owned com- 
panies, but to simplify the discussion 
the rules relating to 50 per cent owned 
companies will be omitted. 

The SEC instructions relating to the 
filing of statements for a majority 
owned, unconsolidated subsidiary are 
generally to the effect that the same 
financial statements shall be filed for 
such subsidiary which would be re- 
quired if the subsidiary were itself a 
registrant. (A ‘“‘majority owned” sub- 
sidiary, broadly speaking, is one in 
which the registrant owns more than 
50 per cent of the voting power.) 

The SEC instructions also provide 
that, notwithstanding the requirement 
to file financial statements of uncon- 
solidated subsidiaries, all such state- 
ments may be omitted if all subsidi- 
aries whose statements are so omitted, 
considered in the aggregate as a single 
subsidiary, would not constitute a 





Louis H. Rappaport, C.P.A., is 
a partner in the firm of Ly- 
brand, Ross Bros. & Montgomery, 
C.P.A.’s. 
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“significant subsidiary”. A “significant 
subsidiary” means a subsidiary meet- 
ing any one of the following condi- 
tions: 

(a) The assets of the subsidiary, or 
the investments in and advances to the 
subsidiary by its parent and the parent’s 
other subsidiaries, if any, exceed 15 per 
cent of the assets of the parent and_its 
subsidiaries on a consolidated basis. (Em- 
phasis supplied.) 


(b) The sales and operating revenues 
of the subsidiary exceed 15 per cent of 
the sales and operating revenues of its 
parent and the parent’s subsidiaries on a 
consolidated basis. (Emphasis supplied.) 


(c) The subsidiary is the parent of one 
or more subsidiaries and together with 
such subsidiaries would, if considered in 
the aggregate, constitute a significant sub- 
sidiary. 

The reader’s attention is invited to 
the phrase “on a consolidated basis” 
in (a) and (b) above and the applica- 
tion of the instructions for financial 
statements when a registrant has a 
number of unconsolidated subsidiaries 
which, individually, are not significant, 
but which, in the aggregate, constitute 
a “significant subsidiary.” Suppose, 
for example, you have a group of com- 
panies which, on the basis of their cus- 
tomary consolidation practice, have 
assets aggregating $75,000, and that 
such assets include investments in ten 
unconsolidated, majority owned sub- 
sidiaries. These subsidiaries, in turn, 
have assets aggregating $25,000 held 
by the subsidiaries as follows: 





Subsidiary No: F .cccecaccs $ 6,000 

si INE 2 oc esees 5,000 

= Wee S Pesce cee 4,000 

S Noe 4h concn. 3,000 
Subsidiaries Nos. 5 to 10, 

BEIGE) - 5 cc.csd cd conees 7,000 

25,000 





It is apparent in this case that finan- 
cial statements will have to be submit- 
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ted for some of the unconsolidated 
subsidiaries. The question is: How 
far down the line will the registrant 
have to go? At this point, the meaning 
of the aforementioned phrase “on a 
consolidated basis” becomes important. 
Notice that the phrase is “on a con- 
solidated basis”—not “on the consoli- 
dated basis.” 

In measuring significance of uncon- 
solidated subsidiaries for this purpose, 
some accountants believe it is neces- 
sary to prepare a consolidated balance 
sheet which consolidates all subsidi- 
aries whether normally included in 
consolidated statements or not. The 
SEC, however, interprets the rule dif- 
ferently. The SEC says that sig- 
nificance is measured in relation to the 
consolidated statements which are filed. 

Referring again to the example 
given above, if the registrant were to 
furnish consolidated statements only 
and omit statements for all of its un- 
consolidated subsidiaries, the assets of 
companies omitted would aggregate 
$25,000, which is 25/75, or 331%4% of 
the assets of the consolidated group 
for which statements would be filed. 
If the registrant files the statements of 
Subsidiary No. 1 (whose assets are 
$6,000), the ratio of what is omitted 
to the consolidation becomes 19/75, or 
25.3%, which means that additional 
statements must be furnished for some 
other members of the unconsolidated 
group. 

If, in addition to Subsidiary No. 1, 
statements of Subsidiary No. 2 (whose 


assets are $5,000) are furnished, the 
ratio of what is omitted to the consoli- 
dation’ becomes 14/75, or 18.7%, 
which means that the remaining sub- 
sidiaries constitute a significant sub- 
sidiary and additional statements will 
have to be furnished. 

In this case the registrant therefore 
will have to file statements on at least 
one more subsidiary, presumably Sub- 
sidiary No. 3 (whose assets are 
$4,000). That would bring the ratio 
down to 10/75, or 13.3%, and finan- 
cial statements of Subsidiaries No. 4 
through No. 10 would not have to be 
filed. 

It should be. remembered, however, 
that it is permissible to combine the 
statements of unconsolidated subsidi- 
aries in the interest of a streamlined 
presentation, provided the combination 
clearly reflects the financial condition 
and results of operations of the com- 
bined group. 

In determining what is a “significant 
subsidiary,” the measure of materiality 
is not only in relation to assets but 
also to sales or operating revenues. 
For the sake of simplicity, this dis- 
cussion has dealt with assets only, but 
the same reasoning would apply. 

This discussion also has assumed 
that there is no question as to the pro- 
priety of omitting the subsidiaries 
from the consolidated statements. The 
registrant must be prepared to defend 
its practice of omitting any majority 
owned subsidiary from the consoli- 
dated statements. 
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Office and Staff Management 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 
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Conducted by Max Brock, C.P.A. 


Confirmation Forms and Procedures 


At the December, 1954, luncheon 
meeting of the New York City C.P.A. 
Office Managers Group the subject of 
confirmation forms and procedures 
was discussed. The following signifi- 
cant points were gleaned from the dis- 
cussion : 


Bank Confirmation Forms 


Some accountants do not use the 
A.LA. standard bank confirmation 
form because they require, in addition 
to the data provided for on the A.I.A. 
form, information such as: duplicate 
deposit slips for specified dates; “cut- 
off” date bank statement. For this 
reason these accountants either use 
letters, or their own printed forms, 
for the confirmation requests. 

Reply envelopes are not enclosed 
with bank confirmation requests be- 
cause experience shows that they are 
not used by the banks. 


Printing by U. S. Post Office 


The U. S. Post Office will imprint 
names and addresses on postage im- 
printed envelopes at a rate much lower 
than that charged by job printers. 
However, they will not print anything 





Max Bock, C.P.A. (N. Y., Pa.) 
is a former chairman of the Com- 
mittee on Administration of Ac- 
countants’ Practice of the New York 
State Society of Certified Public 
Accountants. He is a lecturer at 
The City College of New York in 
the graduate course on Accounting 
Practice. Mr. Block is a member of 
the firm of Anchin, Block & Anchin. 











£255 


but the name and address and the 
printing job and type may not meet 
with the most exacting requirements. 
Moreover, 6 to 8 weeks is the usual 
period for the completion of a print- 
ing job. 

If substantial quantities of such en- 
velopes are used the economy may be 
considerable. 


Accounts Receivable Confirmation 
Forms 


Four types of forms are commonly 
used, namely, the letter form (in vary- 
ing sizes and colors), a card, a rubber 
stamp on the customer’s statement, 
and a label attached to the customer’s 
statement. One firm reported using a 
letter form that folds into an envelope. 

The rubber stamp and label, while 
having certain obvious advantages, are 
apparently used in few instances. As 
to the rubber stamp, it presents prob- 
lems of clarity when improperly 
printed on the statement and when 
there is no space on a statement for 
the imprint. The attachment of the 
label may be time-consuming and it 
must be securely attached so as not to 
fall off before read. 


Advancing Postage for Clients 


Some accountants avoid advancing 
postage for clients. Thereby they 
avoid the annoying job of keeping 
track of such payments and the ulti- 
mate billing and collection. 

For this reason they avoid the use 
of prepaid postage envelopes and have 
the client attach stamps to reply en- 
velopes, wherever postage is to be 
prepaid. One large firm does not have 
postage attached to reply envelopes 
sent to creditors, requesting statements, 
and’ to customers requesting replies 
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only in the event of error (negative 
form). Stamps are attached to reply 
envelopes to customers who are asked 
to reply in any event (positive form). 
This firm reports that there has been 
no reduction in replies due to the 
omission of postage. 


Postage Charges 

One firm reported a uniform charge 
of 7% cents per unit mailed, of which 
6 cents was for postage and 1% cents 
for the stationery. This charge was 
based on the units sent out and ignored 
the fact that there was not a similar 
number of return replies. The prac- 
tice was justified on the ground that 
the dollar amount of the difference 
was usually very small and that it 
obviated the accounting for return 
postage expense. Other firms indi- 
cated that they accounted for postage 
on an exact basis. There was no uni- 
formity about charges for the sta- 
tionery used. 


Postage Meter Economy 

There were divisions of opinion as 
to whether the use of postage meters 
by accountants effected economies in 
postage. Savings can, however, be 
realized in the time required to attach 
stamps where large quantities are 
involved. 


Coding Confirmations 


On the back of the return envelope 
a code is used to identify the client 
readily. This makes the sorting pro- 
cess easy when replies are received in 
one postal delivery pertaining to many 
clients. The code is either a number, 
the client’s initials, or the client’s name 
abbreviated or in full. 

In instances, each confirmation is 
coded by noting thereon the page and 
line number on which appears the re- 
lated schedule reference. This saves 
time in making comparisons. An- 
other method used is to number the 
confirmations in the same order as the 
schedule listings, in straight numerical 
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order. This facilitates putting the re- 
plies, when received, in the desired 
sequence. 


Mechanical Devices 


A mechanical envelope opener will 
save much time in the opening of con- 
firmation replies. Where large num- 
bers of confirmations are mailed out a 
folding machine will be found very 
helpful. 


Accountant’s Travel Expense 


The Tax Court recently passed on 
the reasonableness of an accountant’s 
per diem rate for out-of-town travel 
expenses. The Court’s decision is re- 
ported here for the benefit of those 
who may not previously have read it. 
(Charles O. Gunther, Jr., T.C. Memo 
1954-181.) 


Whereas the accountant deducted 
expenses at the rate of $16.50 per day, 
as analyzed below, the Court allowed 
only $10 per day. 


Meals: Breakfast $1.25, Lunch 
$1.50, Dinner $3.00, Room: $6.00, 
Tips: $1.50, Laundry: $1.00, 
Auto Storage: $1.25, Miscellane- 
ous: $1.00. 


Disposing of Work Papers, Corre- 
spondence, Old Reports, etc. 


When a decision is made to destroy 
old records, it can be carried out by 
either cremating or tearing them up. 
Cremation involves a recording of the 
papers and packing and shipping them 
to acrematory. The advantage is com- 
plete destruction and legal evidence 
thereof. Most accountants probably 
resort to the practice of manually tear- 
ing the papers and getting rid of them 
in the usual waste paper disposal 
manner. However, if large quantities 
are involved the physical process of 
tearing is so strenuous that there may 
be the danger that, lacking supervision, 
papers may not be torn up. 

From day to day there also are large 
amounts of paper disposals in a busy 
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accountant’s office. A wide variety of 
correspondence and other material not 
required for future reference goes 
into the waste basket. These papers 
are usually removed by office cleaning 
personnel and disposed of. It is im- 
portant that all papers eliminated be 
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torn up into sufficiently small pieces 
so as to be valueless to curious persons 
and to innocent bystanders. 

Machines that mechanically shred 
paper are on the market and may 
possibly have a place in a large ac- 
counting office. 


New York State Tax Forum 


(Continued from page 122 


policy begin at a date not later than 
payments would have started under 
the old policy. Also an endowment 
policy may be exchanged for an an- 
nuity contract, or one annuity contract 
for another annuity contract without 
tax. 

The 1954 Code also changed the 
method of taxing payments under an 
endowment policy. An insured may at 
maturity of the policy elect to take the 
proceeds in a lump sum or convert 
the policy into an annuity. If the 
insured takes the proceeds in a lump 
sum, he will be taxed on the difference 
between the amount received and the 
cost of the policy. This gain is fully 
taxed as it was under the 1939 Code, 
but the taxpayer has the option of 
being taxed on the gain’as if only 
one-third of the gain was received in 
the year of maturity and one-third in 
each of the two preceding years. 

The three-year rule applies to any 
lump-sum payment received on the 


surrender, redemption, or maturity of 
an annuity, endowment or a life insur- 
ance contract paid for reasons other 
than the death of the insured. 

If payments of the proceeds are 
made in installments, part of each 
installment may be ‘taxed. The prin- 
cipal of the policy is spread over the 
years the installments are to be paid. 
For example, suppose a $20,000 policy 
is to be paid over a period of twenty 
years. Each annual payment would be 
$1,000. The insured would be subject 
to an income tax on all annual pay- 
ments received in excess of $1,000. 
However a spouse of a deceased tax- 
payer would receive an additional 
annual exemption of $1,000. In her 
case therefore she would be taxed on 
annual payments in excess of $2,000. 

New York will probably change its 
provisions with respect to the income 
tax on endowment life insurance pro- 
ceeds. It is difficult to state definitely 
at this ‘time what the changes will be. 
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Conducted by SAMUEL S. REss 


New York Unemployment Insurance—Section 575.4 Ten Dollar Penalties 


Four employers in the shoe industry 
appealed to the Appellate Division of 
the New York Supreme Court from 
an unemployment insurance penalty 
imposition for the failure to supply 
requested payroll information sought 
by the state within the seven-day period 
required by the statute, because there 
were no employees in their offices dur- 
ing a shutdown period. 

The court reversed the decision of 
the Appeal Board which sustained the 
imposition of the penalties assessed by 
the Industrial Commissioner against 
the employers, and remitted the cases 
to the Unemployment Insurance Ap- 
peal Board for further consideration. 
The decision was handed down Decem- 
ber 16, 1954, by the Supreme Court, 
Appellate Division, Third Department 
“In the Matter of the Liability for 
Penalties under Article 18 of the Labor 
Law of Robern Shoe Mfg. Corp., et 
al., Appellants, Edward Corsi, as In- 
dustrial Commissioner, Respondent.” 

In the case at bar the employers had 
shut down their plants for a vacation 
period during the summer of 1952, 
pursuant to collective bargaining agree- 
ments between the employers and the 
labor union. Some of the employees 
of the appellants had filed claims for 
unemployment insurance benefits as 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936, and is also a member of the 
3ar. He has specialized in the pay- 
roll tax field since the inception of 
this type of legislation in 1936. 

Dr. Ress is a member of the 
Society's Committee on State Taxa- 
tion and Chairman of the Sub-Com- 
mittee on Unemployment Insurance. 
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soon as the plants were closed. Re- 
quests for wage information were sent 
to the employers by the local unem- 
ployment insurance office, but the em- 
ployers did not furnish the requested 
information within the 7 days from 
the stamped mailing date on the LO 12 
forms because the office was closed for 
vacation. Immediately upon the re- 
opening of the plants, the employers 
supplied the information to the Com- 
missioner. Thereupon ten-dollar penal- 
ties were imposed for each late reply. 


Fairness of Penalty Imposition 
Must Be Considered 


The Court pointed out that the only 
excuse allowed under the statute is that 
the “failure to comply was due to cir- 
cumstances beyond his control.” In 
this case the Appeal Board made a 
finding of fact that the failure was not 
due to circumstances beyond the em- 
ployers’ control and sustained the 
penalty assessments. The court re- 
iterated that it was bound by the fac- 
tual determination by the Appeal Board 
on this issue. 

However, the Court stated that it 
believed the Board should have given 
further consideration to the question 
of whether penalties may fairly be im- 
posed in these cases, in the light of an 
established policy of the Commissioner 
that “he would cancel the penalty for a 
late return of information in response 
to a request, if it were found that the 
claimant concerning whom the infor- 
mation had been requested, was not en- 
titled to benefits.” The Appeal Board 
had not taken cognizance of the estab- 
lished policy of the Commissioner and 
had decided the cases upon a theory in 
conflict with that policy. 
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STATEMENTS ON AUDITING No. 25 


PROCEDURE October, 1954 
Issued by the 
Committee on Auditing Procedure, 
American Institute of Accountants, 
270 Madison Avenue, New York 16, N.Y. the Date of 


Copyright 1954 by American Institute of Accountants 


Events Subsequent to 


Financial Statements 


1. In recent years there has developed an increasing interest in exploring 
and clarifying the extent of the auditor’s responsibility in connection with the 
disclosure of events occurring or becoming known subsequent to the date of 
statements concerning which he is expressing an opinion. This interest may be 
traced to specific happenings in part, but probably rests to a large extent on 
the general recognition that some such events may have a material effect on the 
related financial statements and may require disclosure or adjustment to prevent 
such statements from being misleading. 

2. An auditor’s report is ordinarily rendered in connection with financial 
statements which purport to show, on an accounting basis, financial position 
as at a stated date and results of operations for a period ended on that date. 
Although such financial statements may be used for subsequent guidance, they 
are essentially historical in character. Financial statements as of a given date 
and for a period ended on that date represent one instalment in the financial 
history of a business enterprise. They are so considered by the auditor in 
making his examination and in expressing his opinion with regard to the 
statements. 


3. However, events or transactions, either extraordinary in character or 
of unusual importance, sometimes occur subsequent to the balance-sheet date 
which may have a material effect on the financial statements or which may be 
important in connection with consideration of the statements. Such events or 
transactions may require adjustment or annotation of the statements. Any 
such adjustment or annotation becomes a part of the financial statements. 


4. This statement is intended to relate principally to auditors’ responsi- 
bilities and to their examinations and opinions regarding financial statements 
for use in annual or other periodic reports. No discussion is included of the 
so-called “special purpose” type of reports because the variety of them is so 
great that general comments would be inapplicable in many cases, and the 
requirements can more appropriately be determined from the purpose of each 
report. 


THE PROBLEM 


5. There is general agreement (a) that some events occurring subsequent 
to the balance-sheet date may require adjustment or annotation of the financial 
statements, and (b) that a considerable portion of the auditor’s examination 
must necessarily take place after the balance-sheet date. The problem with 
which this discussion is concerned is the extent to which the auditor has a 
responsibility to determine whether such an event has occurred. 
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CONCLUSION 


6. The committee concludes that the auditor has no duty to extend the 
usual audit procedures to cover transactions of the subsequent period, as such, 
but recognizes that a well conceived audit program relating to the period under 
examination will include 


(a) certain steps which ordinarily are carried out after the balance-sheet 
date (such as cash cut-offs, review of subsequent collections, confirma- 
tion follow-ups, etc.) , and 


(b) certain general procedures which are designed to support an informed 
opinion on the financial statements (such as reading available minutes 
and interim reports, discussions with management, etc.) which nor- 
mally are continued throughout the auditor’s examination. 


7. These procedures vary with circumstances, including the degree of 
internal control exercised by the client, but are partly outlined below, and 
include recognized steps, application of which should acquaint the auditor with 
the events as to which he can be chargeable with a duty to have knowledge. 
The auditor’s responsibility for reporting is outlined beginning on page 131. 


TYPES OF “SUBSEQUENT” EVENTS 
OR TRANSACTIONS 


8. In general, there are three types of subsequent events or transaction: 
which are encountered in the period into which certain of the audit procedures 
extend. 


9. Subsequent events of the first type affect directly the financial state- 
ments and should be recognized therein. Thus, if subsequent information is 
acquired in time to permit its use, if the information provides a basis for more 
accurate estimates or provisions, and if the information would have been 
utilized had it been available at the balance-sheet date, appropriate adjustments 
should be made in the financial statements. Examples are collection of receiv- 
ables or settlement or determination of liabilities on a substantially different 
basis than previously anticipated. 


10. Subsequent events of the second type have no direct effect on and 
therefore do not require adjustment of the financial statements of the prior 
period but their effects may be such that disclosure is advisable. Examples of 
this type of transaction or event are the sale of a large bond or capital stock 
issue with restrictive covenants, mergers or acquisitions, or serious damage 
from fire, flood or other casualty. 


11. Subsequent events. of the third type, sometimes more troublesome from 
the accounting viewpoint than the others, and usually not likely to require 
disclosure in financial statements, include non-accounting matters such as war, 
management changes, product changes, strikes, unionization, marketing agree- 
ments, loss of important customers, etc. Disclosure of such events frequently 
creates doubt as to the reason therefor, and inferences drawn could be mis- 
leading as often as they are informative. Obviously, also, it is not necessary 
to include in financial statements information as to general conditions, the 
impact of which on a business may be conjectural or subject to individual 
interpretation. In practice, accounting and non-accounting events are often not 
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entirely separate and apart from each other; and in rare and special cases 
general conditions may have weighty effects on particular companies. Accord- 
ingly, effort should be made to distinguish between post-balance-sheet events 
of the third type as to which information might appropriately be presented in 
financial statements, and those which do not bear such relation to earlier-dated 
financial statements as to require adjustment or annotation therein. 


12. It has been suggested that there may be a tendency to disclose in the 
financial statements subsequent events which are material in themselves, and of 
interest, but which are not directly related to the period covered by the financial 
statements under examination, or pertinent to any consideration of the financial 
position at the close of such period. The committee believes that the auditor 
should consider such events critically and confine disclosure to those matters 
essential to proper interpretation of the financial statements being presented. 


CLIENT’S PRIMARY RESPONSIBILITY 
FOR FINANCIAL STATEMENTS 


13. The following is set forth on page 12 of the Codification of Statements 
on Auditing Procedure: 


‘Management has the direct responsibility for maintenance of an 
adequate and effective system of accounts, for proper recording of trans- 
actions in the books of account, and for safeguarding the assets. It is 
also charged with the primary responsibility to stockholders and to creditors 
for the substantial accuracy and adequacy of statements of position and 
operations. The transactions with which the accounting records have to 
do and the recording of those transactions in the books and accounts are 
matters within the direct or primary knowledge of the company; the inde- 
pendent auditor’s' knowledge of them is a secondary one, based on his 
examination. Accordingly even though the form of the statements may 
show the influence of the accountant—it can only do so if the company 
accepts, and adopts, the form of disclosure advised by the accountant— 
the substance of the financial statements of necessity constitutes the repre- 
sentations of the company. The independent auditor’s representations, 
therefore, are confined to and expressed in his report, or opinion, upon 
the statements. The pronouncements of the Institute to this effect have 
been given the added weight of general affirmation by the Securities and 
Exchange Commission.” 


14. The primary responsibility for the financial statements, and accord- 
ingly for any adjustment or annotation because of post-balance-sheet events, is 
that of the entity or person whose financial statements are under consideration, 
ordinarily the auditor’s client. Information of such post-balance-sheet events 
and transactions as are here under consideration would in nearly all cases 
be received by members of the client’s organization before it would be received 
by the auditor. 


THE AUDITOR’S RESPONSIBILITY 
FOR REPORTING 


15. The auditor’s responsibility for reporting with regard to post-balance- 
sheet events or transactions, while not the subject of specific reference, is indi- 
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cated by the tollowing quotation from the special report on auditing standards, 
issued by this committee in 1947, and approved by the American Institute of 
Accountants in 1948: 


“Informative disclosures in the financial statements are to be regarded 
as reasonably adequate unless otherwise stated in the report.” 


It is generally agreed that, to the extent the auditor has knowledge of post- 
balance-sheet events or transactions which may be significant in relation to 
specific financial statements, it is his duty either: 


(a) To see that they are properly considered and, when deemed appro- 
priate, given effect by adjustment or annotation of the statements; or 


(b) If, in his opinion, there is, in the financial statements, significant 
lack of compliance with any of the points covered in (a) above, to 
qualify his report or present therein appropriate information, depend- 
ing upon the circumstances. 


AUDITING PROCEDURES WHICH EXTEND 
INTO THE SUBSEQUENT PERIOD 


16. The committee believes that the auditor does not ordinarily have 
responsibility for extending the usual auditing procedures to transactions of 
any specified period of time subsequent to the balance-sheet date. It is recog- 
nized, however, that generally accepted auditing procedure usually calls for 
reading available minutes of meetings and interim company statements, also 
some examination or tests of such items as bank statements, returned checks, 
accounts receivable collections, subsequent sales of inventory, returns and 
allowances, etc., of a limited subsequent period, and that the auditor should 
follow such practices where appropriate as a part of his examination of state- 
ments and accounts as of the balance-sheet date. Accepted practice also 
includes appropriate inquiry of management as to whether any event or trans- 
action has occurred after the balance-sheet date which is material in relation 
to the financial statements. It may also include any other follow up where the 
status of items included in or excluded from financial statements gave effect 
to tentative data, final corroboration of which could be sought in the period 
available to the auditor. These audit steps are illustrative, and although usually 
appropriate are not always mandatory, or all-inclusive. 


17. The committee wishes to emphasize that there is no pre-determined 
period, after the balance-sheet date, with which the auditor must be concerned 
in completing various phases of his examination. Obviously, the duration of 
this period will depend upon the practical requirements of each examination 
and may vary from a relatively short period to one of several months. It should 
also be recognized that all audit procedures are not carried out at the same 
time and that some phases of an examination of necessity will extend in varying 
degrees to transactions of the subsequent period whereas others will be sub- 
stantially completed on or before the balance-sheet date. Similarly, the auditor's 
contact and familiarity with transactions of the subsequent period ordinarily 
will be progressively less as he approaches completion of the various audit 
procedures which do extend into the subsequent period. 
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DETERMINATION OF THE “SUBSEQUENT PERIOD” 


18. In general, the period of occurrence of post-balance-sheet events 
under consideration herein extends from the balance-sheet date to approxi- 
mately the date of completion of all important audit procedures. The com- 
mittee recommends that this date normally be used as the date of the auditor’s 
report. In most cases this date will coincide with the completion of the work 
in the client’s office. 


19. There are many reasons why the report may not be issued as soon 
as all important audit procedures are completed. Some delays originate with 
the client and some with the auditor. Also, it appears that there is presently 
considerable variation in the practice of dating reports under such circum- 
stances. The committee’s recommendation as to dating would increase the 
significance of the date of the auditor’s report, but the committee believes no 
uniform practice can be assumed by readers at the present time. 


20. In those cases in which the auditor’s report is dated substantially later 
than the date of completion of all important audit procedures, the auditor may 
think it wise to state that his report is based on an examination which was 
completed at an earlier date. On the other hand, he may find it practicable 
and consider it preferable to continue inquiry (but not examination) up to the 
date of his report and avoid the necessity of a special comment as to the date. 


SPECIAL SITUATIONS 


21. In keeping with the tenor of the comments herein, and in order to 
reconcile the views expressed with recurring problems or questions which arise 
in the everyday practice of the independent certified public accountant, the 
following opinions of the committee relate to the subject of post-balance-sheet 
events in the specific situations described: 


I. Opinion Accompanying Financial Statements Forming Part of 
Form 10-K Filed with the Securities and Exchange Commission: 

22. Frequently, a company’s annual report on Form 10-K is prepared for 
filing after an interval has elapsed since issuance of a printed annual report to 
stockholders. Sometimes the independent auditor finds it necessary to return 
to a client’s office for additional work in connection with checking financial 
statements and schedules in the orm 10-K and sometimes such financial state- 
ments are prepared entirely or checked from information initially obtained 
during the regular audit. Inquiry indicates that most firms of independent 
accountants date their opinion as of the same date as that on the opinion 
included in the printed annual report to stockholders. The committee approves 
this dating practice and recommends general observance. This is for the 
purpose of removing any implication that events of a later period may have 
been reviewed. 

23. It is the opinion of the committee that no duty rests upon the inde- 
pendent accountant to make a further investigation or inquiry as to events 
which may have occurred between the times of issuance of his opinion in the 
printed report to stockholders and the annual report on Iorm 10-K. 

Il. Long-form Report Submitted Subsequent to 
Issuance of Short-form Report 


24. Frequently, the independent accountant will submit a standard short- 
form report for use as a part of an annual report to stockholders or for credit 
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purposes or for any appropriate reason, but by agreement or understanding 
with his client a detailed auditor’s report or “long-form” report follows. In 
the long-form report the financial statements may contain more detail than those 
accompanying the previously issued short-form report, and schedules may sup- 
port the basic financial statements. The comments may contain tabulations and 
detail equivalent to that contained in some sub-statements or schedules. This 
report is sometimes prepared at the client’s office a considerable period subse- 
quent to the issuance of the short-form report and is sometimes prepared in 
the independent accountant’s office from data obtained during the examination 
which was the basis for the issuance of the short-form report or opinion. It is 
the practice of many accountants to give the long-form report a date the same 
as the date of the short-form report for the purpose of removing any intimation 
that further audit work has been done. In some cases the report is dated at the 
time of issuance and bears such date with the added words “as of (date) ,” 
which latter date is the date of the first delivered report or opinion. 


25. It is the opinion of the committee that observance of these dating 
practices is wise, or that the comments in the report should contain reference 
to the issuance of the earlier dated short-form report with proper notation that 
the subsequent report is based on the work then performed. It is the opinion 
of the committee, however, that the independent accountant has no duty to make 
further investigation or inquiry as to events which may have occurred during 
the period between the times of issuance of his two reports provided the second 
report does not contain any indication of such subsequent examination. 


III, Issuance of Additional Copies of 
Reports or Opinions Previously Furnished 


26. For various reasons, it is not unusual that an independent accountant 
is requested by his client to furnish additional copies of a previously issued 
report. Generally, an effort will be made by the accountant to have these 
reports identical in appearance and identical as to date and therefore in the same 
condition as if the additional copies had been initially requested and furnished 
at the same time as the first copies were, delivered. 


27. It is the opinion of the committee that additional report copies may 
be delivered under such circumstances without further investigation or inquiry 
as to events which may have occurred between the date of issuance of the initial 
report and the request for additional copies. 


28. In some unusual cases, it may be undesirable to deliver fresh copies 
of a report, such as where a radical change has occurred in the circumstances 
of a company’s existence which has come to the attention of the auditor subse- 
quent to the issuance of the original report. However, in such cases it may be 
appropriate to issue a revised report stating that it is currently submitted under 
the circumstances or conditions existing at the time of first issuance but with 
an accompanying disclosure relating to the change. 


SPECIAL REQUIREMENTS UNDER 
SECURITIES ACT OF 1933 


29. The committee believes that attention should be directed to special 
problems resulting from timing and availability of recorded financial informa- 
tion, which arise in connection with reports included in registration statements 
filed under the Securities Act of 1933. 
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30. Section 11 of the Act provides that, other than the issuer, no person 
shall be liable as provided therein if such person shall sustain the burden of 
proof that as to the part of the registration statement purporting to be made 
on his authority as an expert, 


“he had, after reasonable investigation, reasonable ground to believe and 
did believe, at the time such part of the registration statement became 
effective, that the statements therein were true and that there was no 
omission to state a material fact required to be stated therein or necessary 
to make the statements therein not misleading”. (emphasis supplied) 


Section 11 further provides that in determining what constitutes reasonable 
investigation and reasonable ground for belief, 


“the standard of reasonableness shall be that required of a prudent man in 
the management of his own property.” 


31. In discussing such key phrases as “after reasonable investigation” and 
“at the time such part of the registration statement became effective” it is not 
the intention of this committee to offer a legal interpretation of these statutory 
terms. Until the courts have interpreted such terms it can proceed only in 
accordance with its understanding of their meaning in accordance with account- 
ing and auditing standards and procedures. Accordingly, the opinion of the 
members of this committee is here submitted on these matters subject to any 
judicial interpretation which may issue in the course of time. 


32. After a registration statement has been filed the processing may be 
delayed by administrative procedures. There may be other causes brought 
about by issuers or underwriters necessitating continued deferral of the effec- 
tive date. It is obvious that the accountant may encounter serious problems in 
keeping currently informed as to the happening of any extraordinary trans- 
actions or events bearing on the financial statements, and the procedures which 
may be involved would be unreasonably costly and impractical. 


33. There are additional difficulties involved in keeping currently informed 
up to the time of the effective date by reason of the lack of recorded financial 
information during the period immediately preceding the effective date. Depend- 
ing on the size of the company and the complexity of its operations this period 
of time may be substantial. 


34. The committee therefore is of the opinion that a “reasonable investi- 
gation” (a) as to point of time, should be construed as referring to a period 
ending sufficiently prior to the actual effective date as is consistent with the 
practical availability of financial information, etc., and (b) as to procedures, 
should comprise the following : 

(1) The reading of available minutes of meetings of stockholders, direct- 

ors, and finance or executive committees, as applicable. 

(2) Reading of such available interim financial statements as are regu- 

larly prepared by the client. 

(3) The reading of the full text of the prospectus and review of pertinent 

portions of the rest of the registration statement. 

(4) Inquiry of one or more officers or key employees and of legal counsel, 

where appropriate, as to happenings which may be considered material 
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in relation to the financial statements reported upon by the auditof 
and included in the registration statement. Such happenings, or the 
absence thereof, should be the subject of written representations, 

Any other steps which the auditor deems necessary for a “reasonable 
investigation” under the particular circumstances. 


35. It is obvious that the responsibility for the disclosure of post-balancea 
sheet events must, as a practical and reasonable matter, decrease following thé 
close of the field work and that subsequent to that time the accountant must 
rely, for the most part, on inquiries of officers and key employees. In the 
case of an issuer with multiple offices and wide-spread operations, the officers) 
and employees would be those at the home office level. 


Two or More Independent Accountants Whose Opinions 
Are Related to Different Periods 

36. It is not unusual for the “summary of earnings” or for some of thed 
financial statements and schedules to cover periods which have been examined: 
by more than one firm of independent accountants. Where a company has 
changed its independent accountants the report or opinion of the last one’ 
engaged will relate to the “summary of earnings” and to the financial state-| 
ments and schedules for such years as have been covered by his examination, 
The previous independent accountant will submit an opinion covering the 
“summary of earnings” or the financial statements and schedules for any period} 
for which he was the independent accountant. 


37. Material charges and credits sometimes appear in statements of income 
and surplus for the period subsequent to the date of termination of services) 
by the independent accountant whose report or opinion applies to the period] 
to which such subsequent charges or credits relate. Examples might be inj 
connection with recognition of additional Federal taxes for a prior period of 
income or expense in connection with litigation not settled until the subsequent? 
period. 


38. The committee is of the opinion that when the independent account 
ant whose opinion is to be submitted in respect to statements for previous? 
years furnishes such opinion he should have available the full text of the® 
registration statement and prospectus in which his opinion will appear so that? 
he can read or review (as suggested in paragraph 34(b)(3) above) anything® 
included therein which apparently relates to his period. The committee is of} 
the opinion that no duty rests upon the independent accountant for such earlier 
period to make any subsequent examination or review other than the suggested | 
reference to the documents it is proposed to file or from such assurances 7 
he may request from the registrant or its current accountants. 4 
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